In This Issue 


Statement of Principles of Internal Revenue Tax 
Administration ii 


introduction _ iii 
Definition of Terms and Abbreviations iv 
Numerical Finding List v 


Finding List of Current Action on Previously 
Published Rulings vii 


Tax Court 1 


Part |.—Rulings and Decisions Under the Internal 
Revenue Code of 1954 3 


Part Il.—Treaties and Tax Legislation 
Table of Contents 411 
Subpart A.—Tax Conventions 413 
Subpart B.—Legislation and Related 
Committee Reports 437 


Part I11l.—Administrative, Procedural and Miscel- 
laneous 527 
Table of Contents 525 


Index 595 





For sale by the Superintendent of Documents, U.S. Government Printing Office 
Washington, 9.C. 20402 - Stock No. 048-004-01488-2 








Statement of Principles 
of Internal Revenue 
Tax Administration 


The function of the Internal Revenue Service is to 
administer the Internal Revenue Code. Tax policy 
for raising revenue is determined by Congress. 


With this in mind, it is the duty of the Service to 
carry out that policy by correctly applying the 
laws enacted by Congress; to determine the rea- 
sonable meaning of various Code provisions in 
light of the Congressional purpose in enacting 
them; and to perform this work in a fair and im- 
partial manner, with neither a government nor 
a taxpayer point of view. 


At the heart of administration is interpretation of 
the Code. It is the responsibility of each person 
in the Service, charged with the duty of interpret- 
ing the law, to try to find the true meaning of the 
statutory provision and not to adopt a strained 
construction in the belief that he is “protecting 
the revenue.”’ The revenue is properly protected 
only when we ascertain and apply the true mean- 
ing of the statute. 


These principles of tax administration were previously published 
in the Internal Revenue Bulletin as Revenue Procedure 64-22, 
1964-1 (Part 1) C.B. 689. They are restated here to emphasize 


The Service also has the responsibility of apply- 
ing and administering the law in a reasonable, 
practical manner. Issues should only be raised by 
examining officers when they have merit, never 
arbitrarily or for trading purposes. At the same 
time, the examining officer should never hesitate 
to raise a meritorious issue. It is also important 
that care be exercised not to raise an issue or to 
ask a court to adopt a position inconsistent with 
an established Service position. 


Administration should be both reasonable and 
vigorous. It should be conducted with as little 
delay as possible and with great courtesy and 
considerateness. It should never try to overreach, 
and should be reasonable within the bounds of 
law and sound administration. It should, however, 
be vigorous in requiring compliance with law and 
it should be relentless in its attack on unreal tax 
devices and fraud. 


their importance to all employees of the Internal Revenue Service. 








Introduction 


The Internal Revenue Bulletin is the authoritative 
instrument of the Commissioner of Internal Rev- 
enue for announcing official rulings and proce- 
dures of the Internal Revenue Service and for 
publishing Treasury Decisions, Executive Orders, 
Tax Conventions, legislation, court decisions, and 
other items of general interest. 


It is the policy of the Service to publish in the 
Bulletin all substantive rulings necessary to pro- 
mote a uniform application of the tax laws, in- 
cluding all rulings that supersede, revoke, mod- 
ify, or amend any of those previously published in 
the Bulletin. All published rulings apply retro- 
actively unless otherwise indicated. Procedures 
relating solely to matters of internal management 
are not published; however, statements of internal 
practices and procedures that affect the rights 
and duties of taxpayers are published. 


Revenue Rulings represent the conclusions of 
the Service on the application of the law to the 
entire state of facts involved. In those that are 
based on positions taken in rulings to taxpayers 
or technical advice to Service field offices, iden- 
tifying details and confidential information are 
deleted to comply with statutory requirements. 


Rulings and procedures reported in the Bulletin 
do not have the force and effect of Treasury De- 
partment Regulations, but they may be used as 
precedents. Unpublished rulings will not be relied 
on, used, or cited as precedents by Service per- 
sonnel in the disposition of other cases. In ap- 
plying published rulings and procedures, the ef- 
fect of subsequent legislation, regulations, court 
decisions, rulings, and procedures must be con- 
sidered, and Service personnel and others con- 
cerned are cautioned against reaching the same 
conclusions in other cases unless the facts and 
circumstances are substantially the same. 


Cumulative Bulletin 1977-1 is a consolidation of 
all items of a permanent nature published in the 


weekly Bulletins 1977-1 through 1977-26 for 
the period of January 1 through June 30, 
1977. It includes a cumulative list of announce- 
ments relating to decisions of the Tax Court pub- 
lished in the Internal Revenue Bulletins. 


The Internal Revenue Cumulative Bulletin is pre- 
pared in three parts as follows: 


Part 1.—1954 Code. 


This part includes rulings and decisions based on 
provisions of the Internal Revenue Code of 1954. 
Arrangement is sequential according to Code and 
regulations sections. The Code section is shown 
at the top of each page. 


Part Il.—Treaties and Tax Legislation. 


This part is divided into two subparts as follows: 
Subpart A, Tax Conventions and related Treasury 
Decisions and Revenue Rulings; Subpart B, Legis- 
lation and related Committee Reports. 


Part I11.—Administrative, Procedural and Miscel- 
laneous. 


To the extent practicable, pertinent cross refer- 
ences to these subjects are contained in the 
other Parts and Subparts. Included in this Part 
is a list of persons disbarred or suspended from 
practice before the Internal Revenue Service. 


The Bulletin Index-Digest System, a research and 
reference service supplementing the Bulletin, 
may be obtained from the Superintendent of 
Documents on a subscription basis. It consists 
of four Services: Service No. 1, Income Tax, 
Service No. 2, Estate and Gift Taxes; Service No. 
3, Employment Taxes; Service No. 4, Excise 
Taxes. Each Service consists of a basic volume 
and a cumulative supplement that provide (1) 
finding lists of items published in the Bulletin, 
(2) digests of Revenue Rulings, Revenue Proce- 
dures, and other published items, and (3) topical 
indexes of Public Laws, Treasury Decisions, and 
Tax Conventions. 


The synopses preceding Revenue Rulings, Revenue Procedures, 
and Court Decisions are intended only as aids to the reader in 
identifying the subject matter covered. They may not be relied 
upon as authoritative interpretations. 


The contents of this publication are not copyrighted and may be 
reprinted freely; a citation of the Cumulative Bulletin as the 
source would be appropriate. 








Definition of Terms 


Revenue Rulings and Revenue Proce- 
dures (hereinafter referred to as “rul- 
ings”) that have an effect on previous 
rulings use the following defined terms 
to describe the effect: 

Amplified describes a_ situation 
where no change is being made in a 
prior published position, but the prior 
position is being extended to apply 
to a variation of the fact situation set 
' forth therein. Thus, if an earlier ruling 
held that a principle applied to A, and 
the new ruling holds that the same 
principle also applies to B, the earlier 
ruling is amplified. (Compare with 
modified, below). 

Clarified is used in those instances 
where the language in a prior ruling 
is being made clear because the lan- 
guage has caused, or may cause, some 
confusion. It is not used where a posi- 
tion in a prior ruling is being changed. 

Distinguished describes a situation 
where a ruling mentions a previously 
published ruling and points out an 
essential difference between them. 

Modified is used where the sub- 
stance of a previously published posi- 
tion is being changed. Thus, if a prior 
ruling held that a principle applied to 
A but not to B, and the new ruling 
holds that it applies to both A and B, 


Abbreviations 


The following abbreviations in cur- 
rent use and formerly used will appear 
in material published in the Bulletin. 


A, B, C, etc-—Names of individuals. 

Acq.—Acquiescence. 

A.R.R.—Committee on Appeals and 
Review recommendation. 

A.T.—Alcohol and tobacco tax rul- 
ing. 

B.T.A.—Board of Tax Appeals. 

C.B.—Cumulative Bulletin. 

CFR—Code of Federal Regulations. 

C.T.—Carriers Taxing Act of 1937. 

Ct.D.—Court Decision. 

Del. Order—Delegation Order. 

D.C.—Treasury Department circular. 

DISC—Domestic International Sales 
Corporations. 

E.O.—Executive Order. 

E.T.—Estate and gift tax ruling. 

Em. T.—Employment tax ruling. 





the prior ruling is modified because it 
corrects a published position. (Com- 
pare with amplified and clarified, 
above). 

Obsoleted describes a_ previously 
published ruling that is not considered 
determinative with respect to future 
transactions. This term is most com- 
monly used in a ruling that lists pre- 
viously published rulings that are ob- 
soleted because of changes in law or 
regulations. A ruling may also be ob- 
soleted because the substance has been 
included in regulations subsequently 
adopted. 

Revoked describes situations where 
the position in the previously pub- 
lished ruling is not correct and the 
correct position is being stated in the 
new ruling. 

Superseded describes a_ situation 
where the new ruling does nothing 
more than restate the substance and 
situation of a previously published 
ruling (or rulings). Thus, the term is 
used to republish under the 1954 
Code and regulations the same posi- 
tion published under the 1939 Code 
and regulations. The term is also used 
when it is desired to republish in a 
single ruling a series of situations, 
names, etc., that were previously pub- 
lished over a period of time in sepa- 


F.A.A.A.—Federal Alcohol Adminis- 
tration Act. 

FICA—Federal Insurance Contribu- 
tions Act. 

F.R.—Federal Register. 

FUT A—Federal Unemployment Tax 
Act. 

G.C.M.—Chief Counsel’s memoran- 
dum (formerly General Counsel’s 
memorandum). 

I.R.B.—Internal Revenue Bulletin. 

IR-Mim. — Published IR-Mimeo- 
graph. 

1.T.—Income tax ruling. 

M,N, X, Y, Z, etc—Names of cor- 
porations, places or businesses, ac- 
cording to context. 

M.T.—Miscellaneous tax ruling. 

Mim.—Published mimeograph. 

Nonacq.—Nonacquiescence. 

O.D.—Office Decision. 

P.T.E.—Prohibited Transactions Ex- 
emption. 





rate rulings. If the new ruling does 
more than restate the substance of a 
prior ruling, a combination of terms 
is used. For example, modified and 
superseded describes a situation where 
the substance of a previously pub- 
lished ruling is being changed in part 
and is continued without change in 
part and it is desired to restate the 
valid portion of the previously pub- 
lished ruling in a new ruling that is 
self contained. In this case the pre- 
viously published ruling is first modi- 
fied and then, as modified, is super- 
seded. 

Supplemented is used in situations 
in which a list, such as a list of the 
names of countries, is published in a 
ruling and that list is expanded by 
adding further names in subsequent 
rulings. After the original ruling has 
been supplemented several times, a 
new ruling may be published that in- 
cludes the list in the original ruling 
and the additions, and supersedes all 
prior rulings in the series. 

Suspended is used in rare situations 
to show that the previous publishec 
rulings will not be applied pendin; 
some future action such as the isst 
ance of new or amended regulation: 
the outcome of cases in litigation, o 
the outcome of a Service study. 


Pub.L.—Public Law. 

PS—Pension, _ profit-sharing, 
bonus or annuity plan ruling. 

R.E.1.T.—Real Estate Investment 
Trust. 

Rev. Proc.—Revenue Procedure. 

Rev. Rul.—Revenue Ruling. 

R.S.—Revised Statute. 

S.M.—Solicitor’s Memorandum. 

Sol. Op.—Solicitor’s Opinion. 

S.P.R.—Statement of Procedural 
Rules. 

S.R.—Solicitor’s Recommendation. 

S.S.T.—Social Security Tax. 

S.T.—Sales tax ruling. 

Stat.—Statutes at Large. 

T.C.—Tax Court. 

T.D.—Treasury Decision. 

T.I.R.—Technical Information Re- 
lease. 

U.S.C.—United States Code. 

x and y represent numbers and sums 
of money. 


stock 
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Cumulative List of Announcements Relating to Decisions of the Tax Court 
Published in the Internal Revenue Bulletin from January 1, 1977 to June 30, 1977 


It is the policy of the Internal Reve- 
nue Service to announce in the Inter- 
nal Revenue Bulletin at the earliest 
practicable date the determination of 
the Commissioner to acquiesce or not 
acquiesce in a decision of the Tax 
Court which disallows a deficiency in 
tax determined by the Commissioner 
to be due. 

Notice that the Commissioner has 
acquiesced or nonacquiesced in a deci- 
sion of the Tax Court relates only to 
the issue or issues decided adversely to 
the Government. 

Actions of acquiescences in adverse 
decisions shall be relied on by Revenue 
officers and others concerned as con- 


clusions of the Service only to the ap- 
plication of the law to the facts in the 
particular case. Caution should be 
exercised in extending the application 
of the decision to a similar case unless 
the facts and circumstances are sub- 
stantially the same, and consideration 
should be given to the effect of new 
legislation, regulations, and rulings as 
well as subsequent court decisions and 
actions thereon. 

Acquiescence in a decision means 
acceptance by the Service of the con- 
clusion reached, and does not neces- 
sarily mean acceptance and approval 
of any or all of the reasons assigned by 
the Court for its conclusions. 


No announcements are made in the 
Bulletin with respect to memorandum 
opinions of the Tax Court. 


The announcements published in 
the weekly Internal Revenue Bulletins 
are consolidated semiannually and an- 
nually. The semiannual consolidation 
appears in the first Bulletin for July 
and in the Cumulative Bulletin for the 
first half of the year and the annual 
consolidation appears in the first Bul- 
letin for the following January and in 
the Cumulative Bulletin for the last 
half of the year. 


The Commissioner ACQUIESCES 
in the following decisions: 











Report 

Taxpayer Docket No. Volume Page 
TRE; WN” toto kc nndc eee 1085-72 63 682 
PR; TI I ccc ttt i ip ig cr ce cs a sess cs ng lm giaplalcee meali 4222-73 67 395 
Carpenter, Fredericka N. Stewart, Transferee ? ~...._..--_---_----------- 1087-72 63 682 
a We 
Fiedler, Blanche T., Albert C. Fiedler, Personal Representative ? _-.__-.-__--- 3188-75 67 239 
Huntsman, John L., Anthony Redmond & Wachovia Bank & Trust Co., N.A., 

parr Re Oe ee ae eee ONE me IS mr eM ENTTL eee Meee 8685-74 66 861 
Jordahl, Anders, United States Trust Co. of New York, & Wendell W. Forbes, 

SN ci ia cai pininninicca ccctiocnandliaruatimindammalmalic 5651-73 65 92 
en, WH, Be eee cette cnoss cn cdeneantidiepaie aes 5847-74 66 478 
Pet, TE. Wy BR icici hei nnn satin nnes cena ensaeaaeem 7445-74 66 235 
enc, WG TE Te ines ne ee 1159967 51 755 
ee 8117-73 65 640 
NN TI IS oie ir ner cities iinsiconnsaiapingciinn ingest daatdadaamite 3475-73 66 916 
Stewart, John T., III, Trust, First National Bank of Omaha, Trustee, 

DO ~ Bethe ctias nici nw tee wivimn sadcbagdealnalacas aon 63 682 
On, Te Ty Ee, PO nn pe dncmngeee ae 1086-72 
Thompson, Robert Hicks & Nancy Jo Henry (formerly Thompson) *® --_------ 1589-73 66 737 








Report 








Taxpayer 
Docket No. Volume Page 





I TNR NE. cansisn eco enteninciesenitanasn rain eta minictpiatg eames 5942-74 66 478 





The Commissioner does NOT ACQUIESCE in the following decisions: 





Report 
Taxpayer 





Docket No. Volume Page 





eee NE CMI ain ee iin cndinnancuiiien add diam eee "102842 45 737 
IEEE, Sag Wis. Nid ss ensnceninicciintnscvenihsie scnhtnhaanciveomaceienepehieeninlinmaiaalaes 1009-74 65 422 


5939-73 
{ 10081-74 ” sed 


ST II esos snitch os shcanishoin ANNA deibminecndiheiodocias inti g ace sesile edge ®102985 45 292 
I: SIN senses cnt mipa snes sh dint Aisin ccaneiccsonpi ease anes tama alas 5992-65 47 537 


82944 
82945 


I eI MN ite acc pererimeri adit teiansanenanin ances iinaresin mssminnactannabihl 3475-73 66 916 


Midland National Life Insurance Co 


South Lake Farms, Inc.’° 36 1027 


® United States Board of Tax Appeals. 

1 See Rev. Rul. 77-190, page 88, this Bulletin. 

2 Estate Tax decision. 

8 See Rev. Rul. 77-12, page 161, this Bulletin. f 

* Acquiescence in result relates to the issue of whether taxpayer who erroneously claimed depreciation on the double declining balance method in years closed by the 
statute of limitations may use the 150 percent declining balance for all other years. Acquiescence ‘“‘in result’’ means acceptance of the decision of the Court but 
disagreement with some or all the reasons assigned for the decision. 

5 Acquiescence in the issue relating to whether the initial cost of removing dirt which had to be backfilled over a railroad tunnel is depreciable over the life of the 
tunnel lining. 

® Acquiescence in result in the issue relating to whether extrinsic evidence of a subchapter S election’s filing date should be admissible where no postmark evidence 


is ilable b pondent destroyed the mailing lope. Acqui “in result’? means acceptance of the decision of the Court but disagreement with some or all 


the reasons assigned for the decision. 








7 Acquiescence published in 1942-2 C.B. 3 is withdrawn and nonacquiescence is substituted solely with regard to the issue relating to whether the surrender by a 
shareholder of part of his shares to the corporation is a sale or exchange of assets. 

8 Acquiescence published in 1941-2 C.B. 9 is withdrawn and nonacquiescence is substituted therefor. 

® Acquiescence published in 1967-2 C.B. 3 is withdrawn and nonacquiescence is substituted therefor. 

10 Acquiescence published in 1975-1 C.B. 2 is withdrawn and nonacquiescence is substituted therefor. See Rul. 77-67, page 33, this Bulletin. 

11 Nonacquiescence in the issue relating to whether certain chain link fences and gates constructed around the approach sections of a railroad tunnel are section 38 
property qualifying for the investment credit. 
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1954 





Subpart A.—Income Taxes 

Chapter 1.—Normal Taxes and Surtaxes 
Subchapter A.—Determination of Tax Liability 
Part 1V.—Credits Against Tax 

Subpart A.—Credits Allowable 





Section 38.—Investment in 
Certain Depreciable Property 


26 CFR 1.38-1: Investment in certain de- 
preciable property. 


Appropriate year for recomputation of 
the investment credit previously taken on a 
pollution control facility that was amor- 
tized under section 169 of the Code. See 
Rev. Rul. 77-76 page 4. 





Subpart B.—Rules for Computing Credit for 
Investment in Certain Depreciable Property 





Section 47.—Certain 
Dispositions, Etc., of Section 38 
Property 


26 CFR 1.47-1: Recomputation of credit 
allowed by section 38. 


Appropriate year for recomputation of 
the investment credit previously taken on a 
pollution control facility that was amor- 
tized under section 169 of the Code. See 
Rev. Rul. 77-76 page 4. 





Section 48.—Defintions; Special 
Rules 


26 CFR 1.48-1: Definition of section 38 
property. 

Investment credit; construction- 
site trailers. Movable trailers, used 
as on-site offices by a construction 
company, that remain on location 
for an average of one year and qual- 
ify as depreciable property with a 
useful life of over 3 years are tangi- 
ble personal property within the 
meaning of section 1.48-1(c) of the 
regulations and qualify as section 
38 property for investment credit 
purposes. 


Rev. Rul. 77-8 


Advice has been requested whether, 
under the circumstances described be- 
low, trailers used as offices qualify as 


“section 38 property” for investment 
credit purposes. 

The taxpayer is a construction com- 
pany that owns office trailers of vari- 
ous sizes. The trailers generally are 
20-36 feet in length, 8-12 feet in width, 
and 7 feet in inside height. They are 
usually fitted with a desk, plans table, 
plans rack, and similar items. The door 
or doors are wider and the frame 
heavier than similar features of a 
house trailer. Heating is standard and 
air conditioning is generally optional. 
The larger trailers are divided into 
two or more offices. 

The trailers are used as offices at 
the site of highway construction jobs. 
They are generally set upon blocks 
with their wheels removed. They are 
not affixed to the ground and can be 
moved at any time. One trailer is used 
by company personnel and another 
trailer by the state inspector. The office 
trailer used by company personnel 
is moved to different locations on the 
job as the work progresses. The office 
trailer used by the state inspector re- 
mains at one location for the duration 
of the job. It is then moved to the site 
of another project. The average time 
the trailers remain in any location is 
about 1 year. 

The trailers are depreciable prop- 
erty and have a useful life of 3 years 
or more. 

Section 38 of the Internal Revenue 
Code of 1954 allows a credit against 
Federal income tax for qualified in- 
vestment in section 38 property. The 
determination of what property quali- 
fies as “section 38 property” is made 
in accordance with the rules provided 
in section 48. 

Section 48(a) (1) of the Code pro- 
vides, in part, that the term “section 
38 property” means tangible personal 
property, or other tangible property 
(not including a building and its struc- 
tural components), but only if the 
other tangible property is used as an 
integral part of manufacturing, pro- 


duction, or extraction, or furnishing 
transportation, communications, elec- 
trical energy, gas, water, or sewage dis- 
posal services, or constitutes a research 
or storage facility used in connection 
with any of the foregoing activities. 
To qualify as section 38 property, the 
property must also be property with 
respect to which depreciation is al- 
lowable and must have a useful life 
of 3 years or more. 

Section 1.48-1(c) of the Income 
Tax Regulations provides, in part, that 
the term “tangible personal property” 
means any tangible property except 
land and improvements thereto, such 
as buildings or other inherently per- 
manent structures including their 
structural components. 

In the case of Joseph Henry Moore, 
58 T.C. 1045 (1972), aff'd per 
curiam, 489 F. 2d 285 (5th Cir. 1973), 
the United States Tax Court held that 
rental mobile homes in a trailer park 
that were never affixed to the land 
and remained at all times movable 
were tangible personal property and 
not improvements to the land. In the 
Moore case, however, the mobile 
homes did not qualify as section 38 
property because they were used pri- 
marily to furnish lodging. See Sec- 
tion 48(a) (3) of the Code. 

Rev. Rul. 75-178, 1975-1 C.B. 9, 
holds that the classification of prop- 
erty as “personal” or “inherently 
permanent” should be made on the 
basis of the manner of attachment to 
the land or the structure and how 
permanently the property is designed 
to remain in place. It is stated therein 
that the use of a functional or equiv- 
alency test to classify property (1) 
as inherently permanent when it is 
not itself physically attached to the 
land, or (2) as a structural compo- 
nent when it is not an integral part 
of (and therefore a permanent part 
of) a building, is no longer the cri- 
teria to be used to classify property. 

In the instant case, the functional 
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use of the trailers as offices does not 
automatically classify them as build- 
ings. It must be determined whether 
the trailers are permanent improve- 
ments to the land. 

The trailers are neither affixed to 
the land nor designed to remain in 
place, but remain easily movable and, 
. in fact, are moved on the average 
once a year. Therefore, the trailers are 
not permanent improvements to the 
land. 

Accordingly, in the instant case, the 
office trailers are tangible personal 
property within the meaning of sec- 
tion 1.48-1(c) of the regulations, and 
qualify as section 38 property for in- 
vestment credit purposes. 


26 CFR 1.48-1: Definition of section 38 
property. 
(Also Sections 38, 47, 169; 1.38-1, 1.47-1, 
1.169-4.) 

Investment tax credit; pollution 
control facility subsequently amor- 
tized. A corporation that took a de- 
preciation deduction and an invest- 
ment tax credit in its 1973 taxable 
year return for a new certified pollu- 
tion control facility, and in its 1974 
tax return elected to take amortiza- 
tion deductions under section 169 
(a) of the Code, must correct its 
1973 return so that no investment 
tax credit is claimed. 


Rev. Rul. 77-76 


Advice has been requested whether 
the taxpayer, under the circumstances 
described below, is required under sec- 
tion 47(a) (1) of the Internal Revenue 
Code of 1954 to recapture investment 
tax credit taken on a pollution control 
facility amortized under section 169 in 
the year in which the section 169 elec- 
tion is made, or whether the taxpayer’s 
return for the year in which the in- 
vestment tax credit was orignally 
claimed is to be corrected, claiming no 
investment tax credit on the facility. 

On January 30, 1973, corporation 
X, that uses the calendar year as its 
taxable year, completed the installa- 
tion of a facility that was new section 


4 


38 property and all of which qualified 
as a certified pollution control facility 
within the meaning of section 1.169-2 
(a) of the Income Tax Regulations. 
The cost of the facility was 100x dol- 
lars, its salvage value was 8x dollars, 
and its useful life was 10 years. X 
did not elect under section 169(b) of 
the Code to take an amortization de- 
duction with respect to such facility 
for 1973, but instead took a deprecia- 
tion deduction under sections 167 and 
179, of 11x dollars (the amount allow- 
able, of which 2x dollars is for addi- 
tional first-year depreciation under 
section 179). X also claimed an invest- 
ment tax credit of 7x dollars under sec- 
tion 46 on its tax return for 1973. 

However, in a statement attached to 
its tax return for 1974, X elected to 
take amortization deductions under 
section 169(a) of the Code with re- 
spect to the facility and to begin the 
60-month amortization period with 
January 1, 1974. X eliminated the 
amortizable portion of the cost from 
the depreciable base, but made no cor- 
rection for the investment tax credit 
taken in 1973. 

Section 38 of the Code allows a 
credit against Federal income tax for 
qualified investment in “section 38 
property”. 

Section 47(a) (1) of the Code states 
that if during any taxable year any 
property is disposed of or otherwise 
ceases to be section 38 property with 
respect to the taxpayer before the close 
of the useful life that was taken into 
account in computing the credit under 
section 38, then the tax under this 
chapter for such taxable year shall be 
increased by an amount equal to the 
aggregate decrease in the credits al- 
lowed under section 38 for all prior 
taxable years that would have resulted 
solely from substituting, in determin- 
ing qualified investment, for such use- 
ful life the period beginning with the 
time such property was placed in serv- 
ice by the taxpayer and ending with 
the time such property ceased to be 
section 38 property. 

Section 48(a) (8) of the Code as in 


effect prior to amendment by the Tax 
Reform Act of 1976 provides, in part, 
that any property with respect to 
which an election under section 169 
applies shall not be treated as section 
38 property to the extent that the ad- 
justed basis of the property constitutes 
the amortizable basis for purposes of 
section 169. 

Section 1.169(a) (1) of the regula- 
tions provides that a taxpayer may 
elect to take an amortization deduction 
with respect to a certified pollution 
control facility. The taxpayer may be- 
gin the 60 month amortization period 
either with the month following the 
month in which the facility is com- 
pleted or acquired, or with the first 
month of the taxable year succeeding 
the taxable year in which such facility 
is completed or acquired. 

Section 1.169-4(a) (3) of the regula- 
tions provides, in part, that a taxpayer 
that does not elect in the prescribed 
manner to take amortization deduc- 
tions with respect to a certified pollu- 
tion control facility shall not be en- 
titled to such deductions. 

Congressional intent with regard to 
the situation described in the instant 
case is indicated in H.R. Rep. No. 
92-533, 92nd Cong., Ist Sess. 21, 
(1971), 1972-1 C.B. 498, 509. 

The report states that “{i]f the 
amortization election is made subse- 
quent to the allowance of the credit, 
the credit is to be retroactively denied 
for the year in which it was previously 
allowed.” This same phrase appears in 
S. Rep. No. 92-437, 92nd Cong., Ist 
Sess. 33, (1971), 1972-1 C.B. 559, 577. 

On the tax return filed in 1973, 
X claimed the investment tax credit 
on the entire basis of the pollution 
control facility. However, the sub- 
sequent election to amortize the de- 
preciable base beginning in the first 
month of the first taxable year after 
the property is placed in service re- 
quires that the property to which the 
election applies shall not be treated as 
section 38 property pursuant to sec- 
tion 48(a) (8) of the Code as in effect 
prior to amendment by the Tax Re- 
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form Act of 1976, and the investment 
tax credit is retroactively denied for 
1973, the year in which it was pre- 
viously allowed. 

Accordingly, in the instant case, the 
taxpayer’s Federal income tax return 
for the taxable year 1973 is to be 
corrected, so that no investment tax 
credit is claimed for the pollution 
control facility. The amended return 
for the taxable year 1973 will continue 
to show a depreciation deduction of 
12x dollars. 


26 CFR 1.48-1: Definition of section 38 
property. 

Investment credit; public utili- 
ties; liquefied natural gas facility 
control house. A liquefied natura! 
gas facility control house, an en- 
closed structure that provides shel- 
ter and housing for the control 
equipment, general storage space, 
and working space for mainte- 
nance, operation, and control of the 
facility is a “building” as defined in 
section 1.48-1(e) of the regulations 
and does not qualify as section 38 
property. 

Rev. Rul. 77-106 


Advice has been requested whether, 
under the circumstances described be- 
low, a liquefied natural gas (LNG) 
facility control house containing equip- 
ment necessary to control the opera- 
tion of the LNG facility described in 
Rev. Rul. 76-268, 1976-2 C.B. 7, is 
a building for investment credit pur- 
poses. 

As stated in Rev. Rul. 76-268, the 
taxpayer is an intrastate rate-regulated 
gas utility, subject to the regulatory 
jurisdiction of the state public service 
commission, that operates about 2,500 
miles of gas distribution lines. The tax- 
payer operates an LNG facility, with 
a pressure range in excess of 125 
pounds per square inch gauge (psig) 
within its distribution area, consisting 
of the following components: (1) a 
short section of pipeline spur that con- 
nects the LNG facility with a 50-mile 


pipeline that the taxpayer operates for 
the benefit of itself and two co-owning 
distribution utilities to which it sells 
gas. (The 50-mile pipeline connects an 
interstate gas transmission supply pipe- 
line with the point of entry into the 
taxpayer’s distribution system proper, 
and with the LNG facility) ; (2) LNG 
machinery and equipment; (3) an 
LNG storage tank; and (4) an LNG 
facility control house that contains 
equipment necessary to control the op- 
eration and that is substantially con- 
structed of concrete, steel beams, and 
masonry. The LNG facility liquefies 
and stores excess natural gas, received 
in off-peak periods, for subsequent va- 
porization and distribution through 
the local distribution area. 

The LNG control house is a struc- 
ture enclosing space within its walls 
and covered by a roof. It is equipped 
for the accommodation of service per- 
sonnel with light, heat, communica- 
tion, and sanitary facilities. One room 
is air conditioned, contains light fix- 
tures adequate for reading, and desks 
and working space for the plant oper- 
ators. There is a combination locker 
room and workshop, a tool and equip- 
ment storage room, and another stor- 
age room. The structure houses such 
equipment as gauges and recording in- 
struments for temperature and pres- 
sure, electrical and fire alarm control 
panels, electrical generators (gas en- 
gine driven), steam generators (gas 
fired), and piping, electrical conduits 
and control wiring leading to the LNG 
process structures. 

Section 48(a)(1) of the Internal 
Revenue Code of 1954 provides, in 
part, that the term “section 38 prop- 
erty” means tangible personal prop- 
erty, or other tangible property (not 
including a building and its struc- 
tural components) but only if the 
other tangible property is used as an 
integral part of manufacturing, pro- 
duction, or extraction, or of furnishing 
transportation, communications, elec- 
trical energy, gas, water, or sewage 
disposal services, or constitutes a re- 
search or storage facility used in con- 
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nection with any of the foregoing ac- 
tivities. To qualify as “section 38 prop- 
erty”, the property must also be prop- 
erty with respect to which depreciation 
is allowable and must have a useful 
life of 3 years or more. 

Section 1.48-1(e) (1) of the Income 
Tax Regulations provides, in part, 
that buildings and structural compo- 
nents thereof do not qualify as section 
38 property. The term “building” 
means any structure or edifice enclos- 
ing a space within its walls, and usu- 
ally covered by a roof, the purpose of 
which is, for example, to provide shel- 
ter or housing, or to provide working, 
office, parking, display, or sales space. 
The term incudes, for example, struc- 
tures such as apartment houses, fac- 
tory and office buildings, warehouses, 
barns, garages, railway or bus stations, 
and stores, but does not include a 
structure that is essentially an item of 
machinery or equipment or that houses 
property used as an integral part of an 
activity such as furnishing certain 
public services, including gas, if the 
use of the structure is so closely related 
to the use of such property that it 
clearly can be expected to be replaced 
when the property it initially houses is 
replaced. 

The LNG control house structure 
has the attributes of a building. It is 
equipped for accommodation of serv- 
ice personnel with light, heat, commu- 
nication, and sanitary facilities ade- 
quate to maintain and control the 
plant operation. Of special significance 
concerning the LNG control house is 
that it is a structure enclosing a space 
within its walls, is covered by a roof, 
and has the purpose of providing shel- 
ter and housing for the control equip- 
ment, general storage space, and work- 
ing space for maintenance, operation, 
and control of the LNG facility, thus 
meeting the specific definition of a 
building found in section 1.48-1(e) of 
the regulations. See Rev. Rul. 72-398, 
1972-2 C.B. 9, and Rev. Rul. 73-281, 
1973-2 C.B. 7, which hold that a con- 
crete block structure housing commu- 
nications equipment and an electrical 
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substation enclosure, respectively, are 
buildings for investment credit pur- 
poses. 

Accordingly, in the instant case the 
taxpayer’s LNG facility contro] house 
is a building for investment credit pur- 
poses. 


. 26 CFR 1.48-1: Definition of section 38 
property. 


Whether certain relocatable classroom 
units are “section 1250 property” so that 
only the methods of depreciation prescribed 
in section 167(j)(1) are allowable. See 
Rev. Rul. 77-21, page 251. 


26 CFR 1.48-2: New section 38 property. 


Investment credit; vessels; con- 
struction v. acquisition. The Service 
will follow the Lykes Bros. Steam- 
ship Co., Inc. and Pacific Far East 
Line, Inc. decisions holding that 
certain vessels built in accordance 
with plans and specifications pre- 
pared by a taxpayer to meet the 
requirements of the Maritime Ad- 
ministration were “acquired” 
rather than “constructed” by the 
taxpayer for investment credit pur- 
poses. However, under different 
factual situations, taxpayers engag- 
ing contractors to construct section 
38 property may be treated as hav- 
ing constructed the property them- 
selves where there is sufficient in- 
volvement of the taxpayers in the 
construction. Rev. Rul. 68-445 re- 
voked. 


Rev. Rul. 77-107 


Reconsideration has been given to 
Rev. Rul. 68-445, 1968-2 C.B. 40, 
which considered whether certain ves- 
sels were “constructed” or “acquired” 
within the meaning of section 48(b) 
of the Internal Revenue Code of 1954, 
relating to the definition of “new sec- 
tion 38 property”, for investment 
credit purposes. 

Rev. Rul. 68-445 holds that ocean 
cargo vessels built by an independent 
shipbuilder under contract with the 
taxpayer and under a Federal subsidy 


program administered by the Mari- 
time Administration were “construc- 
ted” rather than “acquired” by the 
taxpayer within the meaning of sec- 
tion 48(b) of the Code. 


The United States Court of Claims, 
in the Lykes Bros. Steamship Co., Inc. 
v. United States, 513 F.2d 1342 (Ct. 
Cl. 1975) and Pacific Far East Line, 
Inc. v. United States, 513 F.2d 1355 
(Ct. Cl. 1975), held that the taxpay- 
ers had “acquired” such vessels within 
the meaning of section 48(b) of the 
Code in factual situations similar to 
that in Rev. Rul. 68-445. 

The Internal Revenue Service will 
follow Lykes Bros. and Pacific Far 
East in cases with identical factual sit- 
uations. However, with respect to the 
application of section 48(b) of the 
Code to other factual situations, tax- 
payers engaging the services of con- 
tractors to construct property for use 
in taxpayers’ businesses may be treated 
as having constructed such property 
themselves where the facts and cir- 
cumstances show sufficient involve- 
ment of the taxpayers in the construc- 
tion. 


Rev. Rul. 68-445 is revoked. 


26 CFR 7.48-1: Election to have invest- 
ment credit for movie and television films 
determined in accordance with previous 
litigation. 


T.D. 7449 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 
UNDER THE TAX REFORM 
ACT OF 1976 


Election to have investment credit 
for movie and television films deter- 
mined in accordance with previous 
litigation. 

DEPARTMENT OF THE TREASURY, 

OFFICE OF COMMISSIONER OF 


INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 





Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
income tax regulations (26 CFR Part 
7) relating to the election to have the 
investment credit for movie and tele- 
vision films determined in accordance 
with previous litigation under section 
804(c) (3) of the Tax Reform Act of 
1976 (Pub. L. 94-455, 90 Stat. 1595 
[1976-3 C.B. (Vol. 1) 71]). 


Under section 804(c)(3) of the 
Tax Reform Act of 1976, any taxpayer 
who filed an action in any court of 
competent jurisdiction before January 
1, 1976, for a determination of such 
taxpayer’s rights to investment credit 
under section 38 of the Internal Rev- 
enue Code of 1954 with respect to any 
film placed in service in any taxable 
year beginning before January 1, 1975, 
may elect to have investment credit on 
all films placed in service in taxable 
years beginning before January 1, 
1975 (except those subject to an elec- 
tion under section 804(e) (2) of the 
Act) determined as though section 804 
of the Act (except section 804(c) (3) 
of the Act) had not been enacted. 

Section 804(c)(3)(D) of the Act 
provides that the election shall be 
made by filing a notification of such 
election with the National Office of 
the Internal Revenue Service. In order 
to provide taxpayers who may wish to 
make this election assurance that they 
do so properly, paragraph (b) of 
§ 7.48-1 of the regulations contained in 
this Treasury decision provide a per- 
missible, but not mandatory, means of 
making the election. 


Adoption of regulations 


In order to prescribe temporary in- 
come tax regulations under the Tax 
Reform Act of 1976 (26 CFR Part 7) 
relating to the means of making the 
election to have the investment credit 
for movie and television films deter- 
mined in accordance with previous lit- 
igation under section 804(c) (3) of the 
Tax Reform Act of 1976 (Pub. L. 
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94-455, 90 Stat. 1595 [1976-3 C.B. 
(Vol. 1) 71]), the following temporary 
regulations are hereby adopted and 
added to Part 7, established at 41 F.R. 
55344, December 20, 1976 [T.D. 7445, 
page 176, this Bulletin]. 


§ 7.48-1 Election to have investment 
credit for movie and television films 
determined in accordance with 
previous litigation. 


(a) Generally. Under section 804 
(c)(3) of the Tax Reform Act of 
1976 (Pub. L. 94-455, 90 Stat. 
1595), any taxpayer who filed an 
action in any court of competent 
jurisdiction before January 1, 1976, 
for a determination of such taxpayer’s 
rights to investment credit under sec- 
tion 38 of the Internal Revenue Code 
of 1954 with respect to any film placed 
in service in any taxable year begin- 
ning before January 1, 1975, may elect 
to have investment credit on all films 
placed in service in taxable years be- 
ginning before January 1, 1975 (ex- 
cept those subject to an election under 
section 804(e) (2) of the Act), deter- 
mined as though section 804 of the 
Act (except section 804(c) (3) of the 
Act) had not been enacted. 

(b) Manner of making the election. 
The election allowed by section 804 
(c) (3) of the Act may be made by a 
notification in the form of a letter 
signed by the taxpayer or an author- 
ized representative of the taxpayer 
stating: 

(1) The taxpayer’s name, address, 
and identification number; 

(2) The taxable years in which the 
films were placed in service with re- 
spect to which the election shall apply; 
and 

(3) The court in which the litiga- 
tion was commenced and information 
adequate to identify the particular liti- 
gation, for example, the names of the 
litigants, the date the suit was com- 
menced, and the court case or docket 
number of the litigation. 


The letter should be sent to the Dep- 
uty Commissioner of Internal Revenue, 


Attention: CC:RL:Br2, Room 4617, 
1111 Constitution Avenue, N.W., 
Washington, D.C. 20224. 


(c) Time for making the election. 
The election under section 804(c) (3) 
of the Act must be made not later 
than January 3, 1977. If mailed, the 
cover containing the notification of 
such election must be postmarked not 
later than January 3, 1977. 


(d) Revocation of election. An elec- 
tion under section 804(c) (3) of the 
Act, once made, shall be irrevocable. 


Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of title 5 of the United States Code or 
subject to the effective date limitation 
of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) ). 


Wituram E. WILuiaMs, 
Deputy Commissioner 
of Internal Revenue. 


Approved December 22, 1976. 
Wituiam M. GoLpsTEIN, 
Acting Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on December 22, 1976, 4:44 p.m., and 
published in the issue of the Federal 
Register for December 29, 1976, 41 F.R. 
56629) 


26 CFR 7.48-2: Election of forty-percent 
method of determining investment credit 
for movie and television films placed in 
service in a taxable year beginning before 
January 1, 1975. 


T.D. 7474 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 


Section 48 


UNDER THE TAX REFORM 
ACT OF 1976 


Investment credit for movie and 
television films placed in service in a 
taxable year beginning before January 
1, 1975, which are subject to the 
forty-percent election. 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 


SUMMARY: This document con- 
tains temporary regulations providing 
rules for taxpayers to use in electing 
the forty-percent method of deter- 
mining investment credit for movie 
and television films placed in service 
in a taxable year beginning before 
January 1, 1975. This election is pro- 
vided for under section 804(c) (2) of 
the Tax Reform Act of 1976 [Pub. L. 
94-455, 1976-3 C.B. (Vol. 1) 71). 
These regulations affect all taxpayers 
desiring to make the forty-percent elec- 
tion and provide them with the guid- 
ance needed to make the election. 


DATE: The election must be made 
not later than April 4, 1977. 


FOR FURTHER INFORMATION 
CONTACT: James W. Corbitt, Jr. of 
the Legislation and Regulations Divi- 
sion, Office of the Chief Counsel, 
Internal Revenue Service, 1111 Con- 
stitution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3458) . 


SUPPLEMENTARY 
TION: 


BACKGROUND 


This document contains temporary 
regulations relating to election of the 
forty percent method of determining 
investment credit for movie and tele- 
vision films placed in service in a tax- 
able year beginning before. January 
1, 1975. This election is provided for 
under section 804(c) (2) of the Tax 
Reform Act of 1976 (Pub. L. 94-455, 
90 Stat. 1595). 

Generally, under section 804(c) (2) 
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of the Act, taxpayers who placed 
movie and television films (films and 
tapes) in service in taxable years be- 
ginning before January 1, 1975, may 
elect to have their investment credit 
on such films and tapes determined 
using an amount equal to 40 percent 
of aggregate production costs (in lieu 
of the basis of such property). If the 
election is made, 100 percent is the 
applicable percentage used in deter- 
mining qualified investment under sec- 
tion 46(c) of the Code. The election 
can be made only with respect to 
qualified films and tapes that are new 
section 38 property. Under section 48 
(k) (1) (A) (ii) of the Code, invest- 
ment credit is allowed only to the 
extent that a taxpayer has an owner- 
ship interest in a film or tape. 

The regulations make it clear that 
no investment credit is allowed on any 
film or tape that is not new section 38 
property or that was produced and 
shown exclusively outside of the 
United States. 

Qualified investment in films and 
tapes subject to the election is deter- 
mined without regard to estimated 
useful life and any investment credit 
allowed is not subject to recapture be- 
cause of an early disposition or pre- 
dominant use outside the United 
States. 

The election must be made not later 
than April 4, 1977. Under paragraph 
(b) (2) of § 7.48-2 the election must 
be made by filing amended returns 
and a statement. In the statement, a 
taxpayer must provide certain speci- 
fied information and consent to join in 
judicial proceedings to determine the 
person entitled to, and the amount 
of, the investment credit allowable 
with respect to any film or tape cov- 
ered by the election. 

The election will be revoked by the 
Commissioner of Internal Revenue 
under paragraph (c)(2) of § 7.48-2 
if a taxpayer fails to make all reason- 
able efforts necessary to join in or 
intervene in a judicial proceeding ini- 
tiated by a rival claimant to the credit 
after receiving notice of such rival 


claim from the Commissioner or his 
delegate. 

If a taxpayer does not make the 
forty-percent election for films placed 
in service during taxable years begin- 
ning before January 1, 1975, invest- 
ment credit with respect to such films 
shall be determined under section 804 
(c) (1) of the Act (unless a taxpayer 
makes an election under section 804 
(c) (3) or (e) (2) of the Act). Under 
this provision investment credit is de- 
termined separately for each film or 
tape taking into account useful life, 
predominant foreign use, and dis- 
positions after the film or tape was 
placed in service. Under section 804 
(e)(2) of the Act, a taxpayer may 
elect to have investment credit on 
films and tapes placed in service dur- 
ing taxable years beginning before 
January 1, 1975, which are property 
described in section 50(a) of the Code, 
determined under sections 48(k) and 
47(a)(7) of the Code. Under section 
804(c) (3) of the Act, a taxpayer who 
has filed an action in any court of com- 
petent jurisdiction before January 1, 
1976, with respect to allowance of in- 
vestment credit for any film or tape 
placed in service in any taxable year 
beginning before January 1, 1975, may 
elect to have investment credit on 
such films and tapes determined in liti- 
gation without regard to section 48 
(k) of the Code and sections 804(c) 
(1) and (2), and (d) of the Act. 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was James W. Corbitt, Jr. of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, In- 
ternal Revenue Service. However, 
personnel from other offices of the 
Internal Revenue Service and Treas- 
ury Department participated in de- 
veloping the regulation, both on mat- 
ters of substance and style. 


Adoption of amendments to the regu- 
lations 


In order to prescribe temporary in- 
come tax regulations (26 CFR Part 7) 


relating to election of the forty-percent 
method of determining investment 
credit for movie and television films 
placed in service in a taxable year 
beginning before January 1, 1975, un- 
der section 804(c)(2) of the Tax 
Reform Act of 1976 (Pub. L. 94-455), 
the following temporary regulations 
are hereby adopted: 


§ 7.48-2 Election of forty-percent 
method of determining invest- 
ment credit for movie and tele- 
vision films placed in service in 
a taxable year beginning before 
January 1, 1975. 

(a) General rule. Under section 
804(c) (2) of the Tax Reform Act of 
1976 (90 Stat. 1595), taxpayers who 
placed movie or television films (here- 
inafter referred to as films and tapes) 
in service during taxable years be- 
ginning before January 1, 1975, may 
elect to have their investment credit on 
all such films and tapes determined 
under section 46(c) of the Code using 
an amount equal to 40 percent of ag- 
gregate production costs in lieu of the 
basis of such property. If the election 
is made, 100 percent is the applicable 
percentage used in determining quali- 
fied investment under section 46(c) 
of the Code regardless of actual useful 
life. The election can be made only 
with respect to qualified films and tapes 
that are new section 38 property and 
the investment credit is allowed only 
to the extent that a taxpayer has an 
ownership interest in the film or tape. 
No investment credit is allowed under 
section 804(c) (2) of the Act on any 
film or tape that is not section 38 
property or that was produced and 
shown exclusively outside of the 
United States. Thus, no election may 
be made under this section with re- 
spect to a film or tape which is sus- 
pension period property to which 
section 48(h) applies or to a film or 
tape which is termination period 
property to which section 49(a) ap- 
plies. Any investment credit taken on 
any film or tape subject to the elec- 
tion is not subject to recapture because 
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of an early disposition or because a 
film or tape otherwise ceases to be sec- 
tion 38 property under section 47 (a) 
of the Code. Thus, there will be no 
recapture because a film or tape is 
used outside the United States under 
section 48(a)(2) of the Code or sec- 
tion 804(c)(1)(C) of the Act, or 
because of any disposition under sec- 
tion 47(a) (7) (B) of the Code. 

(b) Time and manner of making 
an election—(1) Time for making 
the election. The election under sec- 
tion 804(c)(2) of the Act must be 
made not later than April 4, 1977. 

(2) Manner of making the election. 
An election under this section must be 
made by filing amended income tax 
returns for each taxable year begin- 
ning before January 1, 1975, in which 
films and tapes subject to the election 
were placed in service, together with a 
statement signed by the taxpayer con- 
taining the information described be- 
low. The amended returns and the 
statement must be filed with the dis- 
trict director having audit jurisdiction 
over the last return filed to which the 
election relates. Each amended return 
shall contain a schedule listing by 
name all films and tapes placed in 
service during the year to which the 
amended return relates and setting 
forth all computations necessary to 
determine the aggregate production 
costs of each such film or tape listed 
and the ownership interest of the 
taxpayer in each film or tape listed. In 
the case of a taxpayer which is a 
partner, shareholder of an electing 
small business corporation, or bene- 
ficiary of a trust or estate, such com- 
putations must be adequate to deter- 
mine the ownership interest of the 
partnership, electing small . business 
corporation, or trust or estate in each 
such film or tape. (A taxpayer which 
is a partner, shareholder, or beneficiary 
may satisfy the requirements of the 
preceding sentence by attaching to his 
amended return a copy of an amended 
return, if one is filed, of the partner- 
ship, electing small business corpora- 
tion, or trust or estate which sets 


forth computations necessary to deter- 
mine the ownership interest of the 
entity in each such film or tape.) No 
amended return need be filed for a 
taxable year if application of the elec- 
tion to films and tapes placed in serv- 
ice during that year would not affect 
tax liability for any taxable year. The 
statement shall contain the following 
information : 

(i) The taxpayer’s name and tax- 
payer identification number (under 
section 6109 of the Code). 

(11) A statement that the taxpayer 
is making the election under section 
804(c) (2) of the Act. 

(iii) A statement that the taxpayer 
agrees that the period for assessment 
and collection under section 6501 of 
the Code will remain open until De- 
cember 31, 1978, solely with respect to 
adjustments of tax liability attributable 
to investment credit allowed on films 
and tapes placed in service in each 
year covered by the election. Unless 
the district director notifies the tax- 
payer within 7 days of receipt of the 
statement that such extension is de- 
nied, it will be presumed that the 
district director consents to such ex- 
tension. Of course, the period covered 
by this statement may be extended 
beyond December 31, 1978 by mutual 
agreement. This statement does not 
shorten the regular statutory period 
for any year or take precedence over 
a previous or subsequent agreement 
with the Internal Revenue Service 
extending the statutory period for any 
year. 

(iv) A list of the addresses used by 
the taxpayer on each return filed dur- 
ing each taxable year subject to the 
election. 

(v) A statement that the taxpayer 
consents to join in judicial proceed- 
ings to determine the investment credit 
allowable and entitlement to invest- 
ment credit on any film or tape sub- 
ject to the election, which meets all of 
the requirements set forth in para- 
graph (b) (3) of this section. 

(vi) A statement as to whether an 
election has been made by the tax- 
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payer under section 804(e) (2) of the 
Act for films and tapes which are 
property described in section 50(a) 
of the Code which were placed in 
service in taxable years beginning be- 
fore January 1, 1975. 

(vii) A list by name of all films or 
tapes placed in service during the 
years to which the election relates. 

(viii) With respect to each film or 
tape listed in paragraph (b) (2) (vii) 
of this section, a list of all producers, 
distributors, and persons with a par- 
ticipation interest (with addresses 
where available). 

(ix) In the case of an election made 
by a partner, shareholder of an elect- 
ing small business corporation (as de- 
fined in section 1371(b) of the Code), 
or beneficiary, a statement indicating 
the name, taxpayer identification 
number, and address for tax return 
purposes of the respective partnership, 
electing small business corporation, or 
trust or estate. 

(3) Consent to join in judicial pro- 
ceedings. No election may be made by 
any taxpayer unless the statement 
made under paragraph (b) (2) (v) of 
this section provides that the taxpayer 
shall: 

(i) Treat the determination of the 
investment credit allowable on each 
film or tape subject to an election as 
a separate cause of action; 

(ii) Make all reasonable efforts 
necessary to join in or intervene in any 
judicial proceeding in any court for 
determining the person entitled to, 
and the amount of, the investment 
credit allowable with respect to any 
film or tape covered by the election 
after receiving notice from the Com- 
missioner of Internal Revenue or his 
delegate indicating that a conflicting 
claim to the investment credit for 
such film or tape is being asserted in 
such court by another person; and 

(iii) Consent to revocation of the 
election by the Commissioner of In- 
ternal Revenue or his delegate with 
respect to all films and tapes placed in 
service in taxable years for which the 
election applies, if the taxpayer fails 
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to make all reasonable efforts neces- 
sary to join in or intervene in any 
judicial proceeding under paragraph 
(b) (3) (ii) of this section. 

(4) Who makes the election. The 
election must be made separately by 
each person who has an ownership 
interest. However, where a film or 
_ tape is owned by a partnership, elect- 

ing small business corporation (as de- 
fined in section 1371(b) of the Code), 
or trust or estate, the election must be 
made separately by each partner, 
shareholder or beneficiary. The elec- 
tion is not to be made by a partner- 
ship or electing small business corpora- 
tion, and is to be made by a trust or 
estate only if the trust or estate in 
determining its tax liability would be 
allowed investment credit on a film or 
tape subject to the election. The elec- 
tion of any partner, shareholder, bene- 
ficiary or trust or estate shall be effec- 
tive regardless of whether any related 
partner, shareholder, beneficiary, or 
trust or estate makes the election. 

(5) Additionul time to perfect elec- 
tion. A taxpayer that by April 4, 1977, 
files a statement containing the in- 
formation described in paragraph (b) 
(2) (i) through (v) of this section 
shall be deemed to have made a timely 
election under paragraph (b)(2) of 
this section if by July 5, 1977, the tax- 
payer has complied with all of the 
requirements of paragraph (b) (2) of 
this section. If a taxpayer demonstrates 
to the satisfaction of the district direc- 
tor that it is unable to meet the July 
5, 1977, date even though it has made 
a good faith effort to do so, the dis- 
trict director may at his discretion ex- 
tend that date to no later than Octo- 
ber 4, 1977, for that taxpayer. Re- 
quests for extensions of the July 5, 
1977, date should be addressed to the 
district director with whom the state- 
ment was filed. 

(c) Revocation of election—(1) 
Revocation by taxpayer—(i) Except 
as provided in paragraph(c) (1) (ii) of 
this section, an election made under 
section 804(c) (2) of the Act may not 
be revoked by a taxpayer unless con- 
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sent to revoke the election is obtained 
from the Commissioner of Internal 
Revenue or his delegate. Application 
for consent to revoke the election will 
be accepted only if permanent regula- 
tions are issued which contain rules 
which may not reasonably have been 
anticipated by taxpayers at the time 
the election was made. Any per- 
manent regulations will provide a rea- 
sonable period of time within which 
taxpayers will be permitted to apply 
for consent to revoke the election and 
will allow revocation (where revoca- 
tion is not barred by the limitations on 
credit or refund in section 6511 of the 
Code) in the event of a determination 
by the Commissioner of Internal Reve- 
nue or his delegate that such perma- 
nent regulations contain provisions 
that may not reasonably have been 
anticipated by taxpayers at the time 
of making such election. 

(ii) An election properly made un- 
der section 804(e) (2) of the Act, to 
have sections 48(k) and 47(a) (7) of 
the Code apply to films and tapes 
which are property described in sec- 
tion 50(a) of the Code and which 
were placed in service in taxable years 
beginning before January 1, 1975, 
shall automatically revoke any elec- 
tion under section 804(c)(2) of the 
Act with respect to such films and 
tapes. Such revocation does not re- 
quire the consent of the Commissioner 
of Internal Revenue or his delegate. 

(2) Revocation by Commissioner. 
The Commissioner of Internal Reve- 
nue or his delegate shall revoke an 
election made. under section 804(c), 
(2) of the Act if a taxpayer fails to 
make all reasonable efforts necessary 
to join in or intervene in a judicial 
proceeding for determination of the 
person entitled to, and the amount of, 
the investment credit allowable with 
respect to any film or tape covered by 
the election after receiving notice from 
the Commissioner or his delegate 
which indicates that a conflicting claim 
to the investment credit for such film 
or tape is being asserted in court by 
another person. 





(d) Furnishing of supplementary 
information required. If these regula- 
tions are revised to require the fur- 
nishing of information in addition to 
that which was furnished with the 
amended returns and statement of 
election filed pursuant to paragraph 
(b)(2) and (3) of this section, the 
taxpayer must furnish such additional 
information in a statement addressed 
to the district director with whom 
the amended return and statement of 
election were filed. 

Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion, it is found impracticable to issue 
it with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7804) and section 804(c) (2) 
(C) and (D) of the Tax Reform Act 
of 1976 (90 Stat. 1595) ). 


Wituram E. WILuIAMs, 
Acting Commissioner of 
Internal Revenue. 


Approved March 26, 1977. 


LaurENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on March 29, 1977; 5:15 a.m., and pub- 
lished in the issue of the Federal Register 
for March 31, 1977, 42 F.R. 17122) 


26 CFR 7.48.2: Election of forty-percent 
method of determining investment credit 
for movie and television films placed in 
service in a taxable year beginning before 
January 1, 1975. 


T.D. 7480 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 
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UNDER THE TAX REFORM 
ACT OF 1976 


Investment credit for movie and 
television films placed in service in a 
taxable year beginning before Janu- 
ary 1, 1975, which are subject to the 
forty-percent election 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 
SUMMARY: This document con- 


tains an amendment to temporary 
regulations providing rules for tax- 
payers to use in electing the forty- 
percent method of determining invest- 
ment credit for movie and television 
films placed in service in a taxable 
year beginning before January 1, 1975. 
This election is provided for under 
section 804(c) (2) of the Tax Reform 
Act of 1976 [Pub. L. 94-455, 1976-3 
C.B. (Vol. 1) 71]. These regulations 
affect certain taxpayers desiring to 
make the forty-percent election and 
provide them with the guidance 
needed to make the election. 


DATE: Taxpayer action to make the 
election must be made by April 25, 
1977. 


FOR FURTHER INFORMATION 
CONTACT: Lawrence M. Axelrod 
of the Legislation and Regulations 
Division, Office of the Chief Counsel, 
Internal Revenue Service, 1111 Con- 
stitution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-4454) . 


SUPPLEMENTARY 
TION: 


This Treasury decision amends 
temporary regulations under section 
804(c)(2) of the Tax Reform Act 
of 1976 that were published in the 
Federal Register for Thursday, March 
31, 1977 (42 F.R. 17122). Those 
regulations provide that certain action 
must be made by April 4, 1977, by 
taxpayers that wish to make the elec- 
tion provided by section 804(c) (2) 
for a tax investment credit for cer- 


INFORMA- 


tain movie and. television films. This 
Treasury decision amends the regula- 
tions to provide that taxpayers are 
given to April 25, 1977, to take the 
necessary action. 


DRAFTING INFORMATION 


The principal author of this regu- 
lation was Robert A. Bley of the Legis- 
lation and Regulations Division of the 
Office of Chief Counsel, Internal 
Revenue Service. However, personnel 
from other offices of the Internal 
Revenue Service and Treasury De- 
partment participated in developing 
the regulation, both on matters of 
substance and style. 


Adoption of amendment to the regu- 
lations 

Accordingly, paragraphs (b) (1) 
and (b)(5) of §7.48-2 (26 CFR 
Part 7), as published in the Federal 
Register for Thursday, March 31, 1977 
(42 F.R. 17122) are amended by 
striking out “April 4, 1977” and in- 
serting in lieu thereof “April 25, 
1977”. 

There is a need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found imprac- 
ticable to issue it with notice and pub- 
lic procedure under subsection (b) 
of section 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) and section 804(c) (2) 
(C) and (D) of the Tax Reform Act 
of 1976 (90 Stat. 1595) ). 


Wiiuram E. WILx1aMs, 
Acting Commissioner 
of Internal Revenue. 


Approved April 6, 1977. 


LaurENcCE N. WoopworrH, 
Assistant Secretary 


of the Treasury. 


Section 61 


(Filed by the Office of the Federal Register 
on April 12, 1977; 12:18 p.m., and pub- 
lished in the issue of the Federal Register 
for April 14, 1977, 42 F.R. 19479) 





Subchapter B.—Computation of Taxable Income 
Part 1.—Definition of Gross Income, Adjusted 
Gross Income, and Taxable Income, etc. 





Section 61.—Gross Income 
Defined 


26 CFR 1.61-1: Gross income. 


Indians; nonreimbursable grants 
under Indian Financing Act of 
1974. Nonreimbursable grants 
made under the Indian Financing 
Act of 1974 to Indians to expand 
profit-making Indian-owned eco- 
nomic enterprises on or near reser- 
vations are excludable from gross 
income. 


Rev. Rul. 77-77 


The taxpayers, Indians of various 
tribes in the United States, received 
nonreimbursable grants under the In- 
dian Financing Act of 1974, Pub. L. 
No. 93-262 (the “Act”). Title IV of 
the Act, entitled Indian Business 
Grants, was established by Congress 
for the purpose of stimulating and 
increasing Indian entrepreneurship 
and employment by providing equity 
capital through nonreimbursable 
grants made by the Secretary of the 
Interior to Indians and Indian tribes 
to expand profit-making Indian-owned 
economic enterprises on or near reser- 
vations. 


Payments made under legislatively 
provided social benefit programs for 
promotion of the general welfare are 
not includible in a recipient’s gross 
income. See, for example, Rev. Rul. 
74-205, 1974-1 C.B. 20, and the Rev- 
enue Rulings cited therein; see also 
Rev. Rul. 75-271, 1975-2 C.B. 23, 
holding that assistance payments made 
to the mortgagee on behalf of low in- 
come homeowners by the Department 
of Housing and Urban Development 
pursuant to section 235 of the Na- 
tional Housing Act, as amended, are 
not includible in the gross income of 
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the individual homeowners since such 
payments are in the nature of general 
welfare. 

Held, grants made pursuant to Title 
IV of the Act are excludable from 
gross income for Federal income tax 


purposes. 


_ 26 CFR 1.61-1: Gross income. 


Indians; headright income from 
mineral interests. Headright in- 
come from tribal mineral interests 
received by a competent Osage In- 
dian is includible in gross income; 
Rev. Rul. 70-116 clarified. 


Rev. Rul. 77-78 


Advice has been requested whether 
Rev. Rul. 70-116, 1970-1 C.B. 11, 
which holds that headright income 
from tribal mineral interests held in 
trust by the United States for non- 
competent Osage Indians (tribal mem- 
bers who by treaty cannot alienate 
certain lands they own) is not in- 
cludible in the gross income of such 
Indians, is also applicable to com- 
petent Osage Indians (tribal members 
who have received patents in fee to 
their land). 

Section 61(a) of the Internal Reve- 
nue Code of 1954 defines gross income 
as all income from whatever source 
derived, unless excluded by law. 

The holding in Rev. Rul. 70-116 
signifies the acceptance by the Internal 
Revenue Service of the decision in 
Hayes Big Eagle v. United States, 
300 F.2d 765 (Ct. Cl. 1962). In that 
case the United States Court of Claims 
held that mineral headright income 
held in trust accounts for noncom- 
petent Osage Indians was not subject 
to Federal income tax because certain 
amendments to the Osage Allotment 
Act, 45 Stat. 1478, section 1, and 52 
Stat. 1034, section 3, contained lan- 
guage that implicity exempted such 
mineral headright income from Fed- 
eral income tax. In arriving at this 
conclusion, the court recognized the 
distinction between the Federal in- 
come tax treatment of mineral head- 
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right income of competent and non- 
competent Osage Indians. The court 
cited Choteau v. Burnet, 283 U.S. 691 
(1931), X-1 C.B. 355 (1931), in 
which the Supreme Court of the 
United States concluded that the tax 
status of the petitioner, as a com- 
petent Osage Indian, was no different 
from that of any other citizen of the 
United States and, therefore, mineral 
headright income received by the 
petitioner was subject to Federal in- 
come tax. 

In discussing Choteau, the court, in 

Hayes Big Eagle, stated, in part, on 
page 767: 
* * * Choteau was a competent Indian so 
certified. The Supreme Court quoted the 
Revenue Act of 1918 saying that the in- 
come of “every individual” is subject to 
tax “from any source whatever’ and went 
on to say that the act does not expressly 
exempt the sort of “person having peti- 
tioner’s status,” which was that of a com- 
petent Indian, who, since receipt of his 
certificate of competence, had been taxable. 
The Court did not * * * go into the ques- 
tion of taxability of a noncompetent Indian 
except to suggest that in the case of Chou- 
teau [sic] his income was beyond the con- 
trol of the United States in the sense that 
he could use it as he pleased when he got 
it from the government and that the same 
was subject to tax when there is no intent 
definitely expressed by the statute to ex- 
empt such income from tax. 

Therefore, pursuant to the Supreme 
Court’s decision in Choteau, mineral 
headright income of competent Osage 
Indians is includible in their gross 
incomes under section 61 of the Code 
when received. 

Accordingly, Rev. Rul. 70-116 is ap- 
plicable only to the mineral headright 
income of non-competent Osage In- 
dians and is not applicable to mineral 
headright income of competent Osage 
Indians. 


Rev. Rul. 70-116 is clarified. 


26 CFR 1.61-1: Gross income. 
(Also Sections 72, 801, 809, 7805; 1.72-2, 
1.801-8, 1.809-4, 301.7805-1.) 
Investment annuity policy; own- 
ership of assets; income from cus- 
todial accounts. A policyholder of 
an investment annuity contract 
issued by a life insurance company 





must include in gross income, 
under section 61 of the Code, inter- 
est and dividends or other income 
received by the custodian of the in- 
vestment account created in con- 
junction with the contract and over 
which the policyholder has invest- 
ment control. An investment ac- 
count created under contracts en- 
tered into after March 9, 1977, will 
not be treated as a segregated 
asset account of the insurance 
company under section 801(g)(1); 
investment accounts created under 
contracts entered into before March 
10, 1977, will be treated as segre- 
gated asset accounts subject to 
certain conditions. 


Rev. Rul. 77-85° 


Advice has been requested regard- 
ing the Federal income tax conse- 
quences of an annuity arrangement 
involving a custodial account, as de- 
scribed below. Specifically, advice has 
been requested whether the subject 
custodial account is a segregated as- 
set account for purposes of section 
801(g) (1) (B) of the Internal Reve- 
nue Code of 1954. The use of the 
terms “annuity”, “policy” and “pur- 
chase” in this ruling is for descriptive 
convenience only and is not intended 
to have any substantive legal effect. 


The custodial account is created by 
agreement among a policyholder, an 
insurance company and a custodian in 
conjunction with the purchase of an 
investment annuity policy by the pol- 
icyholder from the insurance company. 
Upon purchase of the investment an- 
nuity policy, the policyholder deposits 
an initial amount of at least a specified 
minimum with the custodian. At any 
time before the annuity starting date, 
the policyholder may make additional 
payments into the account in amounts 
equal to a specified minimum. These 
additional payments permit the pur- 
chase of increased benefits under the 
investment annuity policy. The initial 


1 Also released as News Release IR-1774, dated 
March 9, 1977. 
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and subsequent payments may be 
made either in cash or by transfer of 
securities or other assets that are on an 
approved list as modified from time to 
time by the insurance company. 

The custodian acts on behalf of the 
policyholder and the insurance com- 
pany in accordance with the terms of 
the agreement and performs certain 
limited administrative functions (such 
as payment of scheduled premiums). 
The amounts in the account are in- 
vested by the custodian in accordance 
with the directions of the policyholder, 
but with the limitation that the in- 
vestments selected by the policyholder 
must be selected from the approved 
list. In some cases the list includes 
publicly traded securities, while in 
other cases the list is restricted to 
Federally insured bank deposit instru- 
ments. The policyholder may direct 
the custodian in writing at any time, 
and from time to time, to sell, pur- 
chase or exchange securities or other 
assets held in the custodial account, 
and to invest and reinvest principal 
and income. The policyholder may 
direct the custodian as to what action 
to take with respect to the voting of 
securities held in the account or the 
exercise of any other right or option 
relating to assets of the type held in 
the account. 

The policyholder may not receive 
any amount directly from the account 
and may not receive a distribution of 
assets in kind. At any time prior to the 
annuity starting date, however, the 
policyholder may make a full or par- 
tial surrender of the policy to the in- 
surance company. If such a surrender 
is made, the custodian is directed by 
the agreement to sell all or part of the 
assets as appropriate and to pay over 
the necessary proceeds to the insur- 
ance company. The insurance com- 
pany in turn will make the full or 
partial cash surrender payment to the 
policyholder in an amount equal to 
the proceeds received by the insurance 
company from the account, less the 
amount of any cash surrender charges. 
If the policyholder dies prior to the 


annuity starting date, the balance of 
the account is liquidated by the cus- 
todian and paid over to the insurance 
company. The insurance company 
will then pay these proceeds, less ap- 
plicable charges, to the policyholder’s 
designated beneficiary in a lump sum 
or such other settlement option as may 
be selected. 


Once the policyholder has attained 
a specified age, or at an earlier or later 
age as elected by the policyholder, 
monthly payments will begin under 
the terms of the settlement option 
selected. The monthly payments will 
commence upon the first day of the 
first month following the attainment 
of such age or the making of such an 
election. The commencement of these 
payments is denominated the annuity 
starting date. The monthly payments 
for each one year period ending on 
the anniversary of the annuity start- 
ing date are funded by an annual 
premium paid from the account to the 
insurance company, from terminal 
premiums on other similar accounts 
and, if necessary, from the general 
assets of the insurance company. Dur- 
ing the payment period, the custodial 
account remains subject to the invest- 
ment direction of the policyholder. 
After the annuity starting date, the 
policyholder may no longer surrender 
the policy. 


The annual premium is determined 
as a percentage of the value of the 
custodial account on the anniversary 
of the annuity starting date. The 
amount of the monthly payments to 
the policyholder will reflect the fluc- 
tuating value of the assets in the cus- 
todial account because the monthly 
payments are determined by reference 
to the annual premium in accordance 
with rates specified in the policy. 
Upon the policyholder’s death after 
the annuity starting date, the insur- 
ance company will receive the remain- 
ing balance in the account as the ter- 
minal premium and the monthly 
payments will cease unless the payout 
option selected by the policyholder 
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had a guaranteed period or a survivor- 
ship feature. 

The custodian receives a monthly 
fee and receives additional fees for 
each transaction executed. In addi- 
tion, the custodian is reimbursed for 
all expenses incurred with respect to 
the account. 

The insurance company receives a 
charge each time a payment is made 
by the policyholder to the custodial 
account. During the period prior to 
the annuity starting date, the insur- 
ance company also receives an annual 
market value premium equal to a spe- 
cified percentage of the year-end value 
of the account. The market value 
premium compensates the insurance 
company for its cost and for its risk 
assumed in guaranteeing to the policy- 
holder an annuity rate under the con- 
tract. The insurance company is also 
entitled to reimbursement for any 
taxes or charges imposed with respect 
to the assets held in the custodial ac- 
count. 

Section 801(g)(1)(B) of the Code 
defines a “contract with reserves based 
on a segregated asset account” as a 
contract (i) which provides for the 
allocation of all or part of the amounts 
received under the contract to an ac- 
count which, pursuant to State law or 
regulation, is segregated from the gen- 
eral asset accounts of the company, 
(ii) which is described in section 805 
(d)(1) (other than a life, health or 
accident, property, casualty or liability 
insurance contract) or which provides 
for the payment of annuities, and (iii) 
under which the amounts paid in, or 
the amount paid out, reflect the in- 
vestment return and the market value 
of the segregated asset account. If a 
contract ceases to reflect current mar- 
ket value, such contract shall not be 
considered as meeting the require- 
ments of clause (iii) after such cessa- 
tion. 

Section 809(c) (1) of the Code pro- 
vides, in pertinent part, that the gross 
amount of premiums and other con- 
sideration on insurance and annuity 
contracts shall be taken into account 


13 








Section 61 


in determining gain or loss from op- 
erations under section 809(b). 

Since section 801(g)(1)(B) of the 
Code defines a contract with reserves 
based on a segregated asset account 
for purposes of determining what 
amounts in such accounts are includ- 
able in, or excludable from, a life in- 
surance company’s taxable income, the 
. insurance company must be the owner 
of the assets in the segregated ac- 
counts. Section 801(g)(1)(B) does 
not apply to income from assets owned 
by another person simply because 
those assets are set aside by such per- 
son to be used eventually to purchase 
an annuity from the insurance com- 
pany. 

The facts of the subject annuity 
arrangement indicate that the individ- 
ual policyholder is the owner of the 
assets in the custodial account for pur- 
poses of taxing the income therefrom. 
As in the case of a pledge arrange- 
ment, the policyholder possesses sig- 
nificant incidents of ownership over 
the assets in the account at all times. 
The policyholder retains the power to 
direct the custodian to sell, purchase 
or exchange securities, or other assets 
held in the custodial account, thereby 
retaining investment control over the 
account. The policyholder is also able 
to exercise an owner’s right to vote 
account securities either through the 
custodian or personally. 

In addition, although the policy- 
holder cannot receive distributions 
from the custodial account according 
to the provisions of the custodian 
agreement, through the interaction of 
that agreement and the annuity policy, 
he effectively enjoys the benefit of any 
income produced by, and any increase 
in the value of, the assets in the cus- 
todial account, and bears any loss in 
the value of such assets. For example, 
under the annuity policy in combina- 
tion with the custodian agreement, the 
policyholder can in fact make with- 
drawals from the custodial account, 
even to the extent of closing out the 
entire account, any time prior to the 
annuity starting date chosen in the 
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policy. Also, because on: the annuity 
starting date and annually thereafter 
the value of the assets accumulated 
and retained in the custodial account 
will determine the value of the policy- 
holder’s annuity, the policyholder will 
enjoy any increase or suffer any de- 
crease in the value of such assets (in- 
cluding the income derived there- 
from), which results from the policy- 
holder’s investment efforts through a 
proportional increase or decrease in 
the value of the policyholder’s annuity 
each year. 

For example, if, through the policy- 
holder’s own investment efforts during 
the first year following the annuity 
starting date, the policyholder in- 
creases the value of the assets in the 
custodial account on the first anni- 
versary of the annuity starting date to 
double the “assumed value” for that 
date (the value that would have been 
produced had the assets in the account 
grown at the rate of growth assumed 
in the premium tables), the amount 
of the policyholder’s annuity payments 
for the second year will be double the 
“expected amount” (the amount that 
the policyholder would have received 
had the account grown only at the as- 
sumed rate of growth—generally a 
level amount under the rates of pur- 
chase and the premium charges speci- 
fied in the contract). In addition, the 
policyholder’s annuity payments for all 
of the later years will continue to be 
double the “expected amount” so long 
as the assets in the account on the first 
anniversary date (when their value 
was double the “assumed value’) con- 
tinue to grow at the assumed rate of 
growth. If, on the other hand, there is 
any decrease in the value of the assets 
in the account during the year as a 
result of the policyholder’s investment 
decisions, the policyholder will receive 
a correspondingly smaller annuity the 
next year (and thereafter, to the ex- 
tent such loss is not recouped). Al- 
though the insurance company guar- 
antees the purchase rates for the one- 
year term annuity at the issuance of 
the policy, it does not guarantee the 





size of the annuity (in either units or 
dollars) that the policyholder will re- 
ceive for any year. That amount de- 
pends solely on the investment results 
of the individual policyholder as they 
are reflected in the value (if any) of 
the assets in the custodial account on 
the annuity starting date and on each 
anniversary thereof. 

In view of the fact that the policy- 
holder possesses such substantial inci- 
dents of ownership in the assets in the 
custodial account, such assets are 
owned by the policyholder, rather 
than by the insurance company, for 
purposes of section 801(g) (1) (B) of 
the Code. While section 801(g) (1) 
(B) contemplates that particular 
classes of policyholders will bear the 
investment risk with respect to segre- 
gated asset accounts of the insurance 
company, it does not extend to assets 
in an investment account over which 
an individual policyholder has direct 
investment control and can exercise 
other incidents of ownership that 
make such person, rather than the in- 
surance company, the owner of such 
assets. Under the subject custodial 
arrangement, the bundle of rights that 
the individu! policyholder has with 
respect to the assets in the custodial 
account makes such individual the 
owner of such assets for Federal in- 
come tax purposes. The fact that un- 
der state law such individual does not 
formally have legal title to such assets, 
or that for certain state insurance law 
purposes such assets are treated as 
assets in a separate asset account of 
an insurance company, is not control- 
ling for Federal income tax purposes. 

In addition, the fact that a cus- 
todian is used to hold such assets until 
they are transferred to the insurance 
company does not change the conclu- 
sion that, for Federal income tax pur- 
poses, the individual policyholder, not 
the insurance company, is the owner 
of such assets (until they are trans- 
ferred to the insurance company). The 
setting aside of the assets in the cus- 
todial account for the purchase of 
term annuities is basically a pledge 
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arrangement. When property is held 
in escrow or trust and the income 
therefrom benefits, or is to be used to 
satisfy the legal obligations of, a per- 
son who has caused such property, 
either by action or inaction, to be held 
in escrow or trust, such person is 
deemed to be the owner thereof, and 
such income is includible in that per- 
son’s gross income, even though that 
person may never actually receive it. 
See for example sections 1.61-13(b), 
1.677(a)-1(d), and 1.678(a)-1(b) of 
the Income Tax Regulations; and 
Northern Trust Co. v. United States, 
193 F.2d 127 (7th Cir. 1951), cert. 
denied, 343 U.S. 956 (1952). 

Since the assets in the custodial ac- 
count are owned by the individual 
policyholder, not the insurance com- 
pany, any interest, dividends and 
other income received by the custo- 
dian on securities and other assets 
held in the custodial accounts are in- 
cludible in the gross income of the 
policyholder under section 61 of the 
Code for the year in which they are 
received by the custodian. No part of 
such income is subject to exclusion or 
inclusion under section 801(g), be- 
cause the conclusion that such assets 
are not owned by the insurance com- 
pany precludes the custodial account 
from being treated as a segregated ac- 
count under section 801(g) (1) (B). 

Furthermore, because the insurance 
company receives nothing until a por- 
tion of the custodial account is liqui- 
dated and remitted to it by the cus- 
todian as either charges or premiums 
due under the contract, the insurance 
company should only include the pre- 
miums and charges paid each year in 
its premium income for that year un- 
der section 809(c) (1) of the Code. 

Under the authority of section 7805 
(b) of the Code, custodial accounts 
created pursuant to investment an- 
nuity policies entered into between 
the insurance company and the policy- 
holder on or before March 9, 1977, 
will be treated as though they were 
segregated asset accounts within the 
meaning of section 801(g) (1), if: 


(1) there are no contributions to 
such accounts after March 9, 1977 
(other than employer contributions to 
qualified employee annuity or other 
qualified retirement plans or employer 
contributions to purchase an annuity 
contract under section 403(b), pro- 
vided such contributions are not cur- 
rently taxable to the employee under 
subchapter D of the Code), and 

(2) the account assets are consist- 
ently treated as the property of the in- 
surance company for all purposes un- 
der subchapter L of the Code. 


26 CFR 1.61-1: Gross income. 


Reimbursement to utility rate 
study participant. A cash payment 
received by a participant in an 
electricity rate study to reimburse 
the participant for the excess costs 
of electricity under an alternative 
rate structure is not includible in 
gross income. 


Rev. Rul. 77-145 


Advice has been requested whether, 
under the circumstances described be- 
low, a cash payment to a participant 
in an electricity rate study is includi- 
ble in the participant’s gross income 
under section 61 of the Internal Reve- 
nue Code of 1954. 

To assess methods of conserving 
electricity, a municipal utility com- 
pany initiated a study, funded jointly 
by the municipality and the Federal 
Energy Administration, to determine 
the effects of alternative rate structures 
on patterns of electricity consumption. 
In connection with the study, partici- 
pating residential homeowners will 
volunteer to use their electric appli- 
ances on specific days and during hours 
designated by the utility company. The 
study excludes homeowners who rent 
or use their homes for business pur- 
poses. Participants will pay a new 
higher rate. However, for any month 
that a participant’s cost of electricity 
exceeds the monthly cost under the 
existing rate structure, the municipal- 
ity will make a cash payment to reim- 
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burse the participant. Such payment 
will prevent the participant from be- 
ing penalized for assisting in the study. 

Section 61 of the Code and the 
Income Tax Regulations thereunder 
provide that, except as otherwise pro- 
vided by law, gross income means all 
income from whatever source derived. 

Rev. Rul. 67-407, 1967-2 C.B. 59, 
holds that, when in conjunction with 
a research project conducted by a 
children’s research hospital, a taxpayer 
and spouse volunteer to live away from 
their residence, the reimbursements 
received for the motel bill and other 
necessary costs incurred by them as a 
result of living away from their resi- 
dence are not includible in their gross 
income for Federal income tax pur- 
poses. The expenditures were a neces- 
sity of the research project and would 
not have been incurred by the taxpayer 
and spouse if it were not for the re- 
quirements of the hospital. 

In the instant case, a participant re- 
ceives no economic benefit. The ad- 
ditional expenditure incurred by a 
participant due to the increase in cost 
under the experimental rate structure 
is a cost of the study and the cash 
payment by the municipality is to en- 
sure that a participant will not be 
penalized for assisting in the study. 

Accordingly, a cash payment to a 
participant in the study to offset the 
additional cost of electricity is not 
includible in the participant’s gross in- 
come under section 61 of the Code. 


26 CFR 1.61-1: Gross income. 


Whether the full amount of severance 
tax refunded to the taxpayer is to be in- 
cluded in gross income. See Rev. Rul. 77- 
79, page 34. 


26 CFR 1.61-1: Gross income. 


Whether the amount of a food allowance 
and the value of lodging furnished an em- 
ployee by an employer are includible in 
gross income. See Rev. Rul. 77-80, page 36. 


26 CFR 1.61-1: Gross income. 


The extent to which the transfer of the 
“retired lives reserve” from one insurance 
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company to a second insurance company 
under the employer’s group term insurance 
program is includible in gross income of 
the employer. See Rev. Rul. 77-92, page 41. 


26 CFR 1.61-1: Gross income. 


Whether revenues generated by a race 
track corporation on charity days is in- 
cludible in its gross income. See Rev. Rul. 

77-124, page 39. 


26 CFR 1.61-1: Gross income. 


The proper method of accounting, within 
the meaning of section 446 of the Code for 
reporting interest income by the mortgagee 
and interest deduction by the mortgagor 
on mortgages issued under a Graduated 
Payment Mortgage Plan implemented by 
the Department of Housing and Urban 
— See Rev. Rul. 77-135, page 


26 CFR 1.61-2: Compensation for services, 
including fees, commissions, and similar 
ttems. 


(Also Section 162; 1.162-1.) 


Advances to drug manufactur- 
ers; National Swine Flu Immuniza- 
tion Program. Funds advanced by 
the U.S. to drug manufacturers and 
placed in a segregated interest- 
bearing bank account to be used 
to satisfy claims against the manu- 
facturers in connection with the 
National Swine Flu Immunization 
Program of 1976 are includible in 
the income of the drug manufac- 
turers when withdrawn from the ac- 
count. The manufacturers may de- 
duct amounts paid or incurred in 
satisfaction of damage recoveries 
or for expenses incurred in the in- 
vestigation, settlement, or defense 
of any actual or potential claim or 
suit. 


Rev. Rul. 77-120 


Advice has been requested concern- 
ing the Federal income tax treatment 
of funds advanced by the United 
States to certain drug manufacturers, 
restricted to a particular use and de- 
posited in a separate bank account. 

Pursuant to Pub. L. No. 94-380, 
94th Cong., 2d. Sess., (August 12, 
1976), the Federal government insti- 





tuted the National Swine Flu Immuni- 
zation Program of 1976 (Program) 
authorizing the Secretary of Health, 
Education and Welfare (HEW) to 
contract for the procurement of swine 
flu vaccine and its distribution to the 
public. 

As required by Pub. L. No. 94-380, 
the United States assumes liability, 
under the Federal Tort Claims Act, 
Pub. L. No. 89-506, 89th Cong., 2d. 
Sess., (July 18, 1966), for claims sub- 
mitted after September 30, 1976, for 
personal injury or death arising out of 
the administration and use of the 
vaccine based upon the acts or omis- 
sions of a manufacturer. If a payment 
is made by the United States to a 
claimant the United States, pursuant 
to section 317(k)(7) of the Public 
Health Service Act, 42 U.S.C., section 
247b (1970), as amended by Pub. L. 
No. 94-380, may recover from a manu- 
facturer that portion of the damages 
paid and expenses incurred resulting 
from the failure of a manufacturer to 
perform its obligations under the pro- 
curement contract, or from its negli- 
gence. 

Under the program each manufac- 
turer obtained insurance coverage from 
a commercial insurer for claims and 
related expenses incurred in excess of 
2x dollars. It was determined that the 
additional cost for coverage of the first 
2x dollars would be 2.5x dollars. Since 
any reasonable insurance premium in- 
curred by the manufacturers to cover 
the first 2x dollars of potential liability 
would be an allowable cost under the 
cost criteria governing the contracts, 
HEW determined that the establish- 
ment of an insurance fund for the 
manufacturers with funds advanced by 
the United States would be less costly 
than obtaining insurance to cover the 
first 2x dollars of liability from com- 
mercial insurers. 

The insurance fund agreement pro- 
vides that: (1) the manufacturers must 
place the amounts advanced by the 
United States in a segregated account 
in a federally-insured commercial 
bank; (2) the fund must be invested 





in an interest-bearing arrangement; 
(3) payment from the fund must be 
made only from the invested principal 
of the fund; and (4) payments may 
be made only for specified manufac- 
turer self-insured losses and related 
expenditures. Payments from the prin- 
cipal of the fund are limited to: (1) 
sums that the United States has the 
right to recover from a manufacturer 
as damages under the program; and 
(2) payments made by a manufacturer 
for expenses (other than office ex- 
penses or expenses of salaried employ- 
ees of the manufacturer) incurred in 
the investigation, settlement, or de- 
fense of any claim or suit, or in the 
investigation of a case reasonably likely 
to result in such a claim or suit. Any 
interest earned on the fund is to be 
reinvested with the balance of the 
principal remaining in the fund. Any 
amount in the fund that is not dis- 
tributed before August 1, 1985, in- 
cluding all interest accrued to that 
date, must be returned to the United 
States not later than August 31, 1985. 
In no event can the total payments 
from the fund to a manufacturer ex- 
ceed 2x dollars. The program is on a 
cost reimbursement basis that allows 
no profit to be realized by the manu- 
facturers. 

Section 61(a)(1) of the Internal 
Revenue Code of 1954 provides that 
gross income means all income from 
whatever source derived, including 
compensation for services, fees, com- 
missions, and similar items. 

Section 162(a) of the Code states 
that there shall be allowed as a deduc- 
tion all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade 
or business. 

Payment of the liability of one con- 
tracting party by the other contracting 
party pursuant to the terms of the 
contract generally results in gross in- 
come to the party whose liability is 
paid. See Old Colony Trust v. Com- 
missioner, 279 U.S. 716 (1929), VITI- 
2 C.B. 222. 

Accordingly, with respect to trans- 
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actions governed by Pub. L. No. 94- 
380, the funds advanced by the United 
States are includible in the gross in- 
come of the manufacturers under sec- 
tion 61 of the Code in the taxable 
year in which, and to the extent, the 
funds are withdrawn from the special 
account by the manufacturers. The 
manufacturers may deduct under sec- 
tion 162(a) amounts paid or incurred 
by them (1) in satisfaction of damage 
recoveries owing to the United States, 
or (2) for expenses incurred in the 
investigation, settlement, or defense of 
any claim or suit, or in the investiga- 
tion of a case reasonably likely to re- 
sult in such a claim or suit. 


26 CFR 1.61-2: Compensation for services, 
including fees, commissions, and similar 
items. 

(Also Section 170; 1.170A-1.) 

Race track corporation; distribu- 
tion of charity day proceeds. Char- 
ity day race proceeds distributed 
by a parimutuel race track corpora- 
tion to an exempt charitable orga- 
nization that agreed to absorb any 
losses arising from the event and 
assume all responsibility for promo- 
tion are not includible in the cor- 
poration’s gross income for Federal 
income tax purposes; Rev. Rul. 72- 
542 distinguished. 


Rev. Rul. 77-121 


Advice has been requested concern- 
ing the Federal income tax treatment 
of proceeds received by a race track 
corporation on a charity day and 
subsequently paid over to a charitable 
organization. 

X is a corporation that operates a 
parimutuel race track. Y is a tax ex- 
empt charitable organization described 
in section 170(c)(2) of the Internal 
Revenue Code of 1954. Y was orga- 
nized to conduct fund raising cam- 
paigns for health and children’s agen- 
cies within the state. 

X and Y have entered into an 
agreement providing that Y will pro- 
mote a charity day to raise funds for 


the agencies. X is to operate the facili- 
ties for the benefit of Y on that day 
and to pay over to Y the net proceeds. 
X will provide the personnel, manage- 
ment, and other services necessary to 
conduct the races and operate the race 
track. The net proceeds will consist 
of gross proceeds less all operating ex- 
penses. The gross proceeds will in- 
clude the receipts from parimutuel 
commissions and all receipts from 
parking, program sales, admissions, 
and concessions. 

According to the terms of the 
agreement, Y is to absorb any losses 
arising from the event and assume all 
responsibility for promotion of the 
event. 


Section 61(a) of the Code defines 
gross income as all income from what- 
ever source derived, except income that 
is specifically excluded in subtitle A 
of the Code. 

Section 1.61-2(c) of the Income Tax 
Regulations provides that the value of 
services is not includible in gross in- 
come when such services are rendered 
directly and gratuitously to an orga- 
nization described in section 170(c) 
of the Code. If, however, pursuant to 
an agreement or understanding serv- 
ices are rendered to a person for the 
benefit of an organization described in 
section 170(c), the amound paid to 
such organization is income to the 
person performing the services. 

Rev. Rul. 72-542, 1972-2 C.B. 37, 
provides that charity day proceeds 
earned by a parimutuel race track cor- 
poration and distributed to a charitable 
foundation must be included in the 
corporation’s income. Under the facts 
in that Revenue Ruling the corpora- 
tion was held to be the promoter and 
was determined not to be an agent 
for the foundation. Therefore, the 
corporation was, in effect, assigning to 
the foundation proceeds from the op- 
eration of the charity day racing that 
it had earned. 

In the instant case, Y has assumed 
all responsibility for advertising and 
publicizing the event and has agreed 
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to absorb any losses resulting from the 
event. 


Accordingly, Y is the promoter of 
the charity day, and none of the pro- 
ceeds therefrom are includible in X’s 
gross income for Federal income tax 


purposes. 
Rev. Rul. 72-542 is distinguished. 


26 CFR 1.61-2: Compensation for serv- 
ices, including fees, commissions, and simi- 
lar items. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil 
and gas well to a specified depth at a 
designated location on a leased tract or 
parcel of land, a taxpayer receives from 
the lessee the assignment of the entire 
working interest in the drill site and an 
undivided fraction of the working interest 
in the portion of the tract or parcel of land 
exclusive of the drill site. See Rev. Rul. 
77-176, page 77. 


26 CFR 1.61-2: Compensation for services, 
including fees, commissions and similar 
items. 


Payments received by participants in a 
training program established as a result of 
a collective bargaining agreement between 
several labor unions and employers, and 
funded by employer contributions. See Rev. 
Rul. 77-177, page 34. 


26 CFR 1.61-4: Gross income of farmers. 


Whether, under an accrual method of 
accounting, taxpayers operating farms, 
nurseries, and florist shops must use inven- 
tories to compute their gross income. See 
Rev. Rul. 77-64, page 136. 


26 CFR 1.61-7: Interest. 


Whether interest to be paid on obliga- 
tions of a political subdivision of a state 
will be exempt from tax. See Rev. Rul. 
77-14, page 18. 


26 CFR 1.61-7: Interest. 


Whether interest to be paid on obliga- 
tions of a state will be exempt from tax. 
See Rev. Rul. 77-55, page 18. 


26 CFR 1.61-7: Interest. 


Whether interest to be paid on obliga- 
tions of a political subdivision of a state 
will be exempt from tax. See Rev. Rul. 
77-186, page 22. 
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26 CFR 1.61-8: Rents and royalties. 


Whether the value of stock of a con- 
trolled corporation which is distributed by 
the controlling corporation to one of its 
shareholders, that is in excess of the value 
of the stock surrendered by the shareholder 
in exchange therefore in a transaction qual- 
ifying under section 355 of the Code is in- 
cludible in the gross income of the share- 
holder as rent under section 61 or as addi- 
tional consideration under section 356. See 
Rev. Rul. 77-20, page 91. 





Section 62.—Adjusted Gross 
Income Defined 


26 CFR 1.62-1: Adjusted gross income. 


Treatment of expenses incurred by an 
employee seeking new employment in the 
same trade or business. See Rev. Rul. 77- 
16, page 37. 





Part Il.—Items Specifically Included in 
Gross Income 





Section 72.—Annuities; Certain 
Proceeds of Endowment and 
Life Insurance Contracts 


26 CFR 1.72-2: Applicability of section. 


Federal income tax treatment of invest- 
ment annuity arrangements involving a 
custodial account. See Rev. Rul. 77-85, 
page 12. 


26 CFR 1.72-2: Applicability of section. 


Taxability of periodic payments received 
by a permanently disabled taxpayer from 
an annuity contract purchased as a termi- 
nating distribution of taxpayer’s share in 
the employer’s saving and profit sharing 
fund in which the taxpayer had partici- 
pated. See Rev. Rul. 77-123, page 28. 


26 CFR 1.72-15: Applicability of section 
72 to accident or health plans. 


Whether amounts received under an 
annuity plan may be excluded as sick pay. 
See Rev. Rul. 77-28, page 27. 





Section 79.—Group-Term Life 
Insurance Purchased for Employees 
26 CFR 1.79-1: General rules relating to 


group-term life insurance purchased for em- 
ployees. 


Rev. Rul. 77-163 


A company furnishes all of its em- 
ployees with a plan of group-term life 
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insurance. The master policy covering 
the company’s employees provides that 
the employer, upon written notice to 
the insurer, may select a method of 
settlement other than a lump-sum 
payment upon the death of an em- 
ployee. Under this provision of the 
insurance plan, the employer can elect 
to have the insurance carrier pay in- 
surance benefits to the employee’s 
beneficiaries in equal annual or 
monthly installments over a fixed 
period of time not to exceed 20 years. 


Held, the installment method of 
payment described above, if selected 
by the employer for an employee’s 
beneficiaries, will not affect the plan’s 
status as a group-term life insurance 
within the meaning of section 79 of 
the Internal Revenue Code of 1954. 





Part Ili.—Items Specifically Excluded From 
Gross Income 





Section 103.—Interest On 
Certain Governmental Obligations 
26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 

(Also Section 61; 1.61-7.) 

Municipal electric distribution 
system; bond interest. Bonds issued 
by a city to finance the expansion 
of an electrical distribution system, 
owned and operated by the city and 
for which the city purchases elec- 
tricity for resale from a private util- 
ity company, are not industrial de- 
velopment bonds under section 
103(b) of the Code, and interest 
paid on the bonds will be excluda- 
ble from the gross incomes of the 
bondholders under section 103 
(a)(1). 


Rev. Rul. 77-14 


Due to a rapid increase in popula- 
tion, City X proposes to issue revenue 
bonds to finance the expansion of an 
existing electrical distribution system 
that X has owned and operated for the 
past 60 years. X possesses the exclu- 
sive right to own and operate the 
electrical distribution system within its 





jurisdiction and no other parties pos- 
sess any interest in the system. 


X does not own or operate electrical 
generating facilities. All electrical 
energy is purchased wholesale from 
a private utility company. X resells the 
electrical energy at a markup to all 
members of the general public located 
within the city. The proposed bonds 
will not be arbitrage bonds within the 
meaning of section 103(c) of the In- 
ternal Revenue Code of 1954. 


Held, for purposes only of the 
“trade or business test” under section 
1.103-7(b) (3) of the Income Tax 
Regulations, the mere purchase of 
electrical output from a nonexempt 
person does not cause X’s distribution 
system to be deemed used by such non- 
exempt person in its trade or business. 
Thus, the bonds to be issued by X 
will not be industrial development 
bonds under section 103(b) of the 
Code. Therefore, the interest to be 
paid on the bonds will be excludable 
from the gross incomes of the bond- 
holders under section 103(a) (1). 


26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 
(Also Section 61; 1.61-7.) 

Industrial development bonds; 
exempt small issue. A state’s issu- 
ance of industrial development 
bonds in 40 lots of $1 million each 
on the same day under a single 
bond indenture, all maintained un- 
der a single pooled security by a 
single trustee, is considered to be 
a single $40 million issuance that 
is not an exempt small issue under 
section 103(b)(6)(A) of the Code, 
and the interest is not excludable 
under section 103(a)(1). 


Rev. Rul. 77-55 


Advice has been requested whether, 
under the circumstances described be- 
low, the interest on bonds to be issued 
by a state will be excludable from the 
gross incomes of the bondholders un- 
der the provisions of section 103(a) 
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(1) of the Internal Revenue Code of 
1954. 


The state proposed to issue obliga- 
tions the proceeds of which will be 
loaned to local nonprofit industrial de- 
velopment corporations at a low rate 
of interest. The obligations will be in- 
dustrial development bonds within the 
meaning of section 103(b) (2) of the 
Code. The industrial development cor- 
porations will use the bond proceeds 
to acquire and construct industrial de- 
velopment projects. The industrial de- 
velopment corporations will sell or 
lease the projects to business corpora- 
tions in a financing transaction that 
results in the relending of the bond 
proceeds to business corporations and 
passes through to the business corpora- 
tions the benefit of the low interest rate 
charged by the state. The business cor- 
porations will be the principal users of 
the projects. 


The state proposes to issue 
$40,000,000 of Series A bonds that will 
be divided into 40 lots of $1,000,000 
each. The lot number of each bond 
will be printed on the face of the bond, 
and the projects financed by each lot 
will be identified with that lot on the 
records of the state. The projects to be 
financed with the proceeds of any 
$1,000,000 lot of bonds will not neces- 
sarily be known at the time that the 
bonds are issued but will be identified 
with that lot on the records of the state 
at the time the proceeds are first used 
to pay the costs of the projects. 


A commercial bank will act as the 
trustee under the terms of the bond 
indenture. The bank will create a 
separate lot account in a bond settle- 
ment fund, established under the bond 
indenture, to receive the proceeds from 
the sale of each lot. At the closing of 
the sale of the bonds, the underwriter 
selling the bonds will give the bank a 
check for the aggregate price of all lots 
sold in the transaction. If the forty 
$1,000,000 lots are sold to the under- 
writers at a 2 percent discount, the 
underwriters will deliver a check for 


$39,200,000 to the bank at closing. 


The bank will credit a pro rata share 
of the $39,200,000 to each lot account. 
Any cost of financing as well as legal 
or printing expense will be paid by the 
bank upon receipt of a requisition 
from the state. Such cost will be 
charged pro rata to each of the lot ac- 
counts. After the costs of financing 
have been provided for in this manner, 
the balances in each lot account will 
be transferred to corresponding lot ac- 
counts in a project fund established 
under the indenture. 

The state will authorize a specific 
loan for each industrial development 
project it plans to finance and will 
designate the particular lot account in 
the project fund to which the project 
is assigned. The bank will then divide 
the relevant account into separate 
project accounts for each project des- 
ignated to the particular lot account. 
The total project authorizations as- 
signed to each lot will not exceed 
$1,000,000 (or the lesser total balance 
in the lot account). The bank will 
make disbursements of amounts au- 
thorized to be loaned upon receipt of 
requisitions by the state identifying the 
project, and will charge each disburse- 
ment to the separate project account 
in question. 

Pursuant to the indenture, payments 
from the lot accounts in the project 
fund will be made only upon certifica- 
tion by the state that there are no out- 
standing obligations described in sec- 
tion 103 of the Code, the proceeds of 
which were used with respect to facili- 
ties having the same principal user 
that are either located in the same 
incorporated municipality or the same 
county (but not in any incorporated 
municipality) or that are contiguous 
or integrated with facilities in another 
county such that the aggregate face 
amount of the applicable lot would be 
treated as exceeding $1,000,000. The 
state will also certify that no two lots 
of bonds will be used by the same 
principal user in the same incorpo- 
rated municipality or in the same 
county (but not in any incorporated 
municipality). The indenture will pro- 
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hibit the financing of a single facility 
frora more than one lot account. 

Any amounts remaining in the rele- 
vant lot account after all projects des- 
ignated thereto have been completed 
will be transferred to the correspond- 
ing account of that lot in a revenue 
fund established under the indenture. 
Such amounts may include both (1) 
amounts authorized for loans but not 
requisitioned, and (2) amounts not 
yet authorized for any loan. 

Payments by local nonprofit indus- 
trial development corporations of prin- 
cipal or interest on the loans in respect 
of any project will be made to the 
bank and will be credited to the ap- 
propriate lot account in the revenue 
fund. Moreover, payments to the 
bondholders of principal and interest 
on the bonds will be made by the bank 
and charged to the appropriate lot ac- 
count in the revenue fund. To the ex- 
tent that the amounts in a lot account 
on a date when a payment of principal 
or interest is due are inadequate, the 
necessary amount will be paid from 
the general account in the revenue 
fund. The general account in the rev- 
enue fund will be maintained by the 
bank pursuant to the indenture and 
will be credited with funds received 
by the state from repayments of cer- 
tain loans that the state has made out 
of appropriated funds. 

Investments of amounts credited to 
different accounts in the project fund 
or the revenue fund will be made on 
a pooled basis. No such investments 
will violate the arbitrage rules of sec- 
tion 103(c) of the Code. The income 
on such investments will be credited to 
the various accounts on the basis of 
their proportionate shares of the in- 
vestment pool. 

Amounts credited to the account of 
a lot of bonds will be pledged for pay- 
ment of debt service on that lot. Such 
pledged amounts may be used for 
loans on new projects provided the 
new loans will comply with the re- 
quirements concerning the $1,000,000 
limitation, and that the payments of 
principal or interest on the loans will 
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be credited to the account of the lot in 
question. The bank will implement the 
pledge by maintaining cash or invest- 
ments under the indenture equal to the 
total amounts credited to the accounts 
of the ‘various lots. Any balance re- 
maining in a lot account when the 
bonds of that lot have been retired will 
_ be transferred to the general account 
of the revenue fund where it may be 
used for any purpose, including debt 
service on the bonds of any other lot. 

Automatic data processing equip- 
ment will be used to store the account 
data. The equipment will be pro- 
grammed so that the balance in any 
account will be ascertainable by the 
bank. 

Section 103(a) (1) of the Code pro- 
vides that gross income does not in- 
clude interest on the obligations of a 
state, a territory, or a possession of the 
United States, or any political subdi- 
vision of any of the foregoing, or of 
the District of Columbia. 

Section 103(b) (1) of the Code pro- 
vides that, except as otherwise pro- 
vided in section 103(b), any industrial 
development bond shall be treated as 
an obligation that is not an obligation 
described in section 103(a) (1). 

Section 103(b) (6) (A) of the Code 
provides that section 103(b) (1) shall 
not apply to any obligation issued as 
part of an issue the aggregate author- 
ized face amount of which is $1,000,000 
or less and substantially all of the pro- 
ceeds of which are to be used (i) for 
the acquisition, construction, recon- 
struction, or improvement of land or 
property of a character subject to the 
allowance for depreciation, or (ii) to 
redeem part of all of a prior issue 
which was issued for purposes de- 
scribed in (i). 

In the instant case, there will be a 
single bond indenture handled by a 
single trustee, all the bonds will be is- 
sued on the same day, and there will 
be a single, pooled security. 

This pooled security will arise in 
part because, if there is an excess 
amount in a separate lot account, such 
excess can be used to fund deficiencies 


in any other lot account. In addition, 
the general account in the revenue 
fund, which will be funded from the 
general revenues of the state, can be 
used to pay principal and interest on 
any lot of bonds to the extent that the 
amounts in any lot account are inade- 
quate. It will be to this general ac- 
count in the revenue fund that the 
investors will look for security (rather 
than to any specific asset) prior to the 
time when the project to be financed 
by the particular lot account will be 
known. 

Since all of the bonds will be issued 
simultaneously, the bonds will be is- 
sued under a single bond indenture, 
and all of the bondholders will, in sub- 
stance, look to the same pool of assets 
as security, such bonds will be con- 
sidered a single issuance with an ag- 
gregate authorized face amount of 
$40,000,000. Therefore, the Series A 
bonds will not be an exempt small 
issue under section 103(b) (6) (A) and 
the bonds will not qualify for treat- 
ment under section 103(a) (1). 


Accordingly, the interest to be paid 
on the Series A bonds will not be ex- 
cludable from the gross incomes of the 
bondholders under section 103(a) (1) 
of the Code. 


Compare Rev. Rul. 74-380, 1974-2 
C.B. 32, wherein three bond issuances 
made on the same day under separate 
indentures of trust are not aggregated 
for purposes of section 103(b) (6) (A) 
of the Code. 


26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 

Political subdivision; community 
development authority. A commu- 
nity development authority, created 
under state laws that empower it 
to collect service and user fees for 
the construction, operation, and 
maintenance of community facili- 
ties, that lacks the power to tax, 
the power of eminent domain, and 
control over zoning, police, and fire 
protection, does not qualify as a 
political subdivision within the 





meaning of section 1.103-1(b) of 
the regulations. 


Rev. Rul. 77-164 


Advice has been requested whether, 
under the circumstances described be- 
low, a community development au- 
thority created by the legislature of a 
state will qualify as a political sub- 
division within the meaning of sec- 
tion 1.103-1(b) of the Income Tax 
Regulations. 


M, a community development au- 
thority, was created under the laws 
of state X. Under such laws a private 
developer can petition a county to 
establish a community development 
authority within such county for the 
purposes of encouraging and over- 
seeing the orderly development of a 
new community. 

Under the laws of state X, M has 
the power to impose, collect and re- 
ceive service and user fees and other 
charges to cover the costs of carrying 
out the purpose of developing new 
communities. M may collect fees by 
three methods, namely, an income 
charge, a flat fee, or a valuation 
charge. Such fees are to be used for 
the construction, operation and main- 
tenance of community buildings, rec- 
reation facilities, streets, lighting, and 
other capital improvements that bene- 
fit the property owners. 

M is also empowered to enter into 
agreements with the county in which 
M is located whereby the county may 
in its discretion acquire property by 
eminent domain for M. 

The laws of state X provide that M 
has no power or authority over (1) 
zoning or subdivision regulation, (2) 
fire or police protection, or (3) water 
supply or sewage treatment and dis- 
posal unless such services cannot be 
obtained from existing political sub- 
divisions. M has the power to adopt 
and enforce rules as to the use of com- 
munity facilities, but such power does 
not invalidate the exercise of police 
power by a municipal corporation. 
The exercise of police power by a 
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municipal corporation shall prevail in 
the case of a conflict with powers ex- 
ercised by M. 

Section 1.103-1(b) of the regula- 
tions provides, in part, that the term 
“political subdivision” denotes any 
division of any state or local govern- 
mental unit that is a municipal cor- 
poration or that has been delegated 
the right to exercise part of the sover- 
eign power of the unit. 

Three generally acknowledged sov- 
ereign powers of states are the power 
to tax, the power of eminent domain, 
and the police power. Estate of Alex- 
ander J. Shamberg, 3 T.C. 131 
(1944), acqg., 1945 C.B. 6, aff'd 144 
F.2d 998 (2d Cir. 1944), 1945 C.B. 
335, cert. denied, 323 US. 792 
(1944). It is not necessary that all 
three of these powers be delegated. 
However, possession of only an insub- 
stantial amount of any or all sovereign 
powers is not sufficient. All of the 
facts and circumstances must be taken 
into consideration, including the pub- 
lic purposes of the entity and its con- 
trol by a government. 

In the instant case, M’s power to 
impose and collect service and user 
fees is not analogous to the power to 
tax, which must be clearly delegated 
by state statute. The service and user 
fees are not imposed and collected for 
the purpose of raising revenues to be 
used for public or governmental pur- 
poses but, instead, are for the purpose 
of benefiting the property owners of 
one community by increasing the value 
of their property. The fees are not 
real property taxes within the mean- 
ing of section 164 of the Code. See 
Rev. Rul. 61-152, 1961-2 C.B. 42, 
and Rev. Rul. 71-49, 1971-1 C.B. 
103, that deal with the definition of 
taxes. 

M is not vested with any power of 
eminent domain. The authority given 
to M to enter into agreements with 
the county that provide for the county 
acquiring property for M by eminent 
domain is not analogous to the pos- 
session of the power of eminent do- 
main by M. 


Further, M does not possess police 
power. The legislature of state X has 
given M only a very limited rule mak- 
ing and enforcement power over the 
use of community facilities and such 
power is always subordinate to the 
police power of a municipal corpora- 
tion in the case of a conflict. 

Accordingly, since M does not pos- 
sess a substantial right to exercise any 
sovereign powers, M does not qualify 
as a political subdivision within the 
meaning of section 1.103-1(b) of the 
regulations. Therefore, interest paid 
on obligations issued by M will not be 
exempt from Federal income tax under 
section 103(a) (1) of the Code unless 
such obligations are issued by M on 
behalf of a state or local governmental 


unit in accordance with section 1.103- 
1(b). 


26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 

Political subdivision; state uni- 
versity. A state university that does 
not possess a substantial right to 
exercise the power to tax, the 
power of eminent domain, or police 
power does not qualify as a politi- 
cal subdivision within the meaning 
of section 1.103-1(b) of the regu- 
lations. 


Rev. Rul. 77-165 


Advice has been requested whether, 
under the circumstances described 
below, a state university will qualify as 
a political subdivision within the 
meaning of section 1.103-1(b) of the 
Income Tax Regulations. 


U, a state university, was estab- 
lished under the laws of state X and 
is supported by legislative appropria- 
tions from the general funds of X 
based on budgets submitted by U. U 
is authorized to create a police force 
for the purpose of regulating traffic, 
motor vehicles and speed limits only 
on the campus and to issue citations, 
impose fines, and arrest persons for 
the purpose of detaining them until 
the city police arrive. Under state law 
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the legislature may make limited and 
specific delegations of the state’s power 
of eminent domain to the university. 
Such delegations must be by specific 
legislation stating the purpose to 
which exercise of the power by the 
university is restricted. Several dele- 
gations have been made for such pur- 
poses as acquiring a residence hall 
and a university dining hall. 

Section 1.103-1(b) of the regula- 
tions provides, in part, that the term 
“political subdivision” denotes any di- 
vision of any state or local govern- 
mental unit that is a municipal cor- 
poration or that has been delegated 
the right to exercise part of the sover- 
eign power of the unit. 

Three generally acknowledged sov- 
ereign powers of states are the power 
to tax, the power of eminent domain, 
and the police power. Estate of Alex- 
ander J]. Shamberg, 3 T.C. 131 
(1944), acqg., 1945 C.B. 6, aff'd 144 
F.2d 998 (2d Cir. 1944), 1945 CB. 
335, cert. denied, 323 US. 792 
(1944). It is not necessary that all 
three of these powers be delegated. 
However, possession of only an in- 
substantial amount of any or all sov- 
ereign powers is not sufficient. All of 
the facts and circumstances must be 
taken into consideration, including the 
public purposes of the entity and its 
control by a government. 

In the instant case, support of U by 
legislative appropriations from state 
X does not represent the right of U 
to exercise the power of taxation. The 
right to exercise the power of eminent 
domain in specific projects desig- 
nated by the legislature of state X does 
not represent a substantial right to 
exercise the power of eminent do- 
main. Although U has been granted 
the limited power of regulating traf- 
fic within its confines and a limited 
arrest power, the delegation of these 
limited powers is not a delegation of a 
substantial police power to U. 

Accordingly, since U does not pos- 
sess a substantial right to exercise the 
sovereign powers of the state, U does 
not qualify as a political subdivision 
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within the meaning of section 1.103-1 
(b) of the regulations. Therefore, in- 
terest paid on obligations issued by U 
will not be exempt from Federal in- 
come tax under section 103(a) (1) of 
the Code unless such obligations are 
issued by U on behalf of a state or local 
governmental unit in accordance with 
_ section 1.103-1(b). 


26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 
(Also Section 61; 1.61-7.) 

Industrial development bonds; 
shipbuilding and repair facility. A 
graving dock, an outfitting berth, 
and other facilities, to be built ad- 
jacent to a shipyard in a public 
port for lease to a nonexempt cor- 
poration for use primarily in the 
construction of ocean-going vessels 
and in the subsequent repair of the 
vessels constructed, do not qualify 
as docks or wharves within the 
meaning of section 103(b)(4)(D) of 
the Code and interest on revenue 
bonds, issued in an amount in ex- 
cess of $5,000,000 by a political 
subdivision to build the facilities, 
will not be excludable from gross 
income. 


Rev. Rul. 77-186 


Advice has been requested whether, 
under the circumstances described be- 
low, the interest on bonds to be is- 
sued by a political subdivision of a 
state will be excludable from the gross 
income of the bondholders under the 
provisions of section 103(a) (1) of the 
Internal Revenue Code of 1954. 


The political subdivision proposes 
to issue revenue bonds in an amount 
in excess of $5,000,000 that will qual- 
ify as industrial development bonds 
within the meaning of section 103(b) 
(2) of the Code. The bond proceeds 
will be used to finance the construc- 
tion of facilities to be leased to a cor- 
poration that is not an exempt person 
within the meaning of section 103(b) 
(3). Under the terms of the lease, the 
corporation will have the option to 


purchase the facilities when all of the 
bonds are paid in full. The bonds will 
be secured by the revenue to be de- 
rived from the lease of the proposed 
facilities. 


The facilities to be constructed with 
the bond proceeds will consist of a 
graving dock, an outfitting berth, a 
heavy lift dock, cranes, and related 
facilities. The facilities will be con- 
structed adjacent to the corporation’s 
existing shipyard located in a public 
port, and will be used by the corpora- 
tion in the construction, repair, and 
unloading of supertankers, liquefied 
natural gas carriers (LNG carriers), 
and other ocean-going vessels. 


The corporation will use the grav- 
ing dock primarily for the construc- 
tion of supertankers and LNG carriers. 
The outfitting berth will be used in 
conjunction with the graving dock. 
After construction of a ship’s hull has 
been completed in the graving dock, 
the ship will be launched and taken 
to the outfitting berth where construc- 
tion will be completed. The graving 
dock and the outfitting berth also will 
be used for repairs of the ships con- 
structed by the corporation in such 
facilities. 


Section 103(a) (1) of the Code pro- 
vides that gross income does not in- 
clude interest on the obligations of a 
state, territory, or a possession of the 
United States, or any political sub- 
division of any of the foregoing, or 
of the District of Columbia. 

Section 103(b)(1) of the Code 
provides that, except as otherwise pro- 
vided in section 103(b), any indus- 
trial development bond shall be treated 
as an obligation that is not an obliga- 
tion described in section 103(a) (1). 


Section 103(b) (4) (D) of the Code 
provides, in part, that section 103(b) 
(1) shall not apply to any obligation 
that is issued as part of an issue sub- 
stantially all of the proceeds of which 
are to be used to provide docks or 
wharves. 


Although docks and wharves are 





not specifically defined in section 103 
(b)(4)(D) of the Code, section 
1.103-8(e) (2) (ii) of the Income Tax 
Regulations provides, in part, that a 
dock or wharf includes property that 
is functionally related and subordinate 
to a dock or wharf such as the struc- 
ture alongside which a vessel docks, 
the equipment needed to receive and 
to discharge cargo and _ passengers, 
such as cranes and conveyors, related 
storage, handling, office, and _pas- 
senger areas and similar facilities. 


Section 1.103-8(e) (2) (ii) of the 
regulations indicates that a dock or 
wharf must function as a facility de- 
signed to facilitate the movement, dis- 
charge, or receipt of passengers or 
goods within the stream of commerce. 
Section 1.103-8(e) is titled “Certain 
transportation facilities,” thus indicat- 
ing that a dock or wharf must be a 
transportation rather than a manu- 
facturing facility. In the instant case 
the facilities to be financed by the 
bond proceeds will be primarily 
“manufacturing facilities” to be used 
in the trade or business of the cor- 
poration (ship building and repair of 
ships previously constructed in the 
facilities). Therefore, “substantially 
all” the bond proceeds will not be 
used to provide “docks” or “wharves” 
as such terms are used in section 103 
(b)(4)(D) of the Code and the 
exception provisions of section 103(b) 
(4) (D) will not apply to the proposed 
industrial development bonds. 


Accordingly, the interest on bonds 
to be issued by the political subdivi- 
sion will not be excludable from the 
gross income of the bondholders under 
the provisions of section 103(a) (1) 
of the Code. 


See also Rev. Rul. 76-480, 1976-2 
C.B. 25, which holds, in part, that 
grain handling facilities installed to 
serve a grain elevator located adjacent 
to a dock in a public port will qualify 
as a dock or related storage facility 
within the meaning of section 103 
(c) (4)(D) (now section 103(b) (4) 
(D)) of the Code even though such 
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facilities were required to satisfy state 
air pollution control standards. 


26 CFR 1.103-1: Interest upon obligations 
of a State, Territory, etc. 


Whether either the loans made to the 
New York Port Authority or a purchase 
money mortgage are includible in the eli- 
gible loan base. See Rev. Rul. 77-216, 
page 52. 


26 CFR 1.103-8: Interest on bonds to 
finance certain exempt facilities. 

Industrial development bonds; 
“allowance for funds used during 
construction.” Interest on indus- 
trial development bonds issued to 
finance an exempt facility for a 
nonexempt lessee, more than an 
insubstantial amount of the pro- 
ceeds of which will be used to re- 
imburse the lessee-contractor as 
an “allowance for funds used dur- 
ing construction,” will not be ex- 
cludable from the gross incomes of 
the bondholders. 


Rev. Rul. 77-122 


Advice has been requested whether 
the interest on municipal bonds to be 
issued to finance the construction costs 
of certain industrial facilities and the 
“allowance for funds used during con- 
struction” (AFFUDC) related to such 
facilities will be excludable from the 
gross incomes of the bondholders under 
section 103(a)(1) of the Internal 
Revenue Code of 1954. 

City M proposes to issue bonds in 
the face amount of 100x dollars. Of 
the bond proceeds, 89x dollars will be 
used to reimburse corporation X for 
the costs of labor and materials used 
in constructing facilities that qualify 
as exempt facilities within the meaning 
of section 103(b)(4) of the Code. 
Before X commenced construction of 
the facilities, M issued a bond resolu- 
tion whereby it agreed to issue bonds 
to finance the costs of constructing the 
facilities. These facilities will be leased 
by M to X under an arrangement 
whereby X will be considered the 
owner, for Federal income tax pur- 


poses, of the facilities. The bonds will 
be secured by this lease. X is not an 
exempt person within the meaning of 
section 103(b) (3), an electing small 
business corporation within the mean- 
ing of section 1371(b), or a personal 
holding company within the meaning 
of section 542. 

The remaining 11x dollars of bond 
proceeds will be paid to X to reim- 
burse X for the “allowance for funds 
used during construction” (AFFUDC). 
AFFUDC represents the net cost for 
the period of construction of borrowed 
funds used for construction purposes 
and a reasonable rate on other funds 
used for construction, 

X has not incurred or carried any 
indebtedness during the period of con- 
struction of the facilities that is directly 
attributable to, and specifically iden- 
tified as being, the financing of the 
costs of constructing the facilities. 

Section 103(a)(1) of the Code pro- 
vides that gross income does not in- 
clude interest on the obligations of a 
state, a territory, or a possession of the 
United States, or any political subdi- 
vision of any of the foregoing, or of 
the District of Columbia. Section 103 
(b) (1) provides that except as other- 
wise provided in section 103(b), any 
industrial development bond shall be 
treated as an obligation not described 
in section 103(a) (1). However, section 
103(b) (4) provides that section 103 
(b) (1) shall not apply to any obliga- 
tion substantially all the proceeds of 
which are to be used to provide cer- 
tain exempt facilities. 

Section 1.103-8(a)(3) of the In- 
come Tax Regulations provides, in 
part, that any exempt facility includes 
any land, building, or other property 
functionally related and subordinate to 
such facility. 

In the instant case, the bonds pro- 
posed to be issued by M will be in- 
dustrial development bonds. While 89x 
dollars of the bond proceeds will be 
used to provide exempt facilities, more 
than an insubstantial amount of the 
bond proceeds (11x dollars) will be 
used for the AFFUDC, The AFFUDC 
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does not represent the actual con- 
struction period interest cost to M on 
loans that are directly attributable to 
the construction of exempt facilities, 
but instead represents a theoretical 
cost. Theoretical cost may not be used 
in computing the cost of the facilities. 
See, for example, section 1.266-1(b) 
(1) (ii)(a) of the regulations. Thus, 
such cost does not qualify as the cost 
of land, building or other property 
functionally related and subordinate to 
an exempt facility within the meaning 
of section 1.103-8(a)(3) of the regu- 
lations. 

Accordingly, since more than an in- 
substantial amount of the bond pro- 
ceeds wil be used for costs which do 
not qualify as expenditures for an ex- 
empt facility, the interest on such 
bonds will not be excludable from 
the gross incomes of the bondholders 
under section 103(a)(1) of the Code. 


26 CFR 1.103-10: Exemption for certain 
small issues of industrial development 
bonds. 

Industrial development bonds; 
exempt small issue; capital expend- 
itures. Expenditures incurred by a 
nonexempt corporation for research 
and experimental activities with re- 
spect to a proposed facility to be 
financed by the industrial develop- 
ment bonds of a political subdivi- 
sion of a state are capital expendi- 
tures within the meaning of section 
103(b)(6)(D) of the Code, even 
though the corporation elects to 
treat such expenditures as deducti- 
ble expenses under section 174. 


Rev. Rul. 77-27 


Advice has been requested whether, 
under the circumstances described be- 
low, expenditures for research and ex- 
perimental activity will be “capital 
expenditures” within the meaning of 
section 103(b) (6) (D) of the Internal 
Revenue Code of 1954 for purposes of 
determining if the exempt small issue 
limitation of $5,000,000 will be ex- 
ceeded. 
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A political subdivision of a state 
proposes to issue industrial develop- 
ment bonds as defined in section 103 
(b) (2) of the Code in the amount of 
$4,500,000 to finance the acquisition 
of land, factory building, and equip- 
ment located in county M to be used 
by X corporation, a nonexempt per- 
son. Prior to the issuance of the bonds, 
the political subdivision plans to make 
an election to have the bonds treated 
as a $5,000,000 exempt small issue 
under section 103(b)(6)(D). There 
will be no prior exempt small issues 
outstanding at the time the bonds will 
be issued. 

X currently owns and operates a 
manufacturing facility in city N, an 
incorporated municipality located in 
county M. During the three years prior 
to the issuance of the bonds, X will 
have expended $550,000 for research 
and experimentation with respect to 
the proposed facility to be located in 
county M. The research and develop- 
ment activities will consist of experi- 
mentation with respect to the products 
to be produced in the new facility and 
the development -of equipment to be 
used in the manufacture of such prod- 
ucts. X will elect to treat the research 
and experimental expenditures as de- 
ductible expenses under the provisions 
of section 174 of the Code. 

Section 103(a)(1) of the Code 
provides that gross income does not 
include interest on the obligations of a 
state, a territory, or a possession of the 
United States, or any political subdivi- 
sion of any of the foregoing, or of the 
District of Columbia. 

Section 103(b) (1) of the Code pro- 
vides that, except as otherwise pro- 
vided in section 103(b), any industrial 
development bond shall be treated as 
an obligation that is not an obligation 
described in section 103/a) (1). 

Section 103(b) (6) (A) of the Code 
provides that section 103(b) (1) shall 
not apply to any obligation issued as 
part of an issue the aggregate author- 
ized face amount of which is $1,000,- 
000 or less and substantially all of the 
proceeds of which are to be used for 
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the acquisition, construction, recon- 
struction, or improvement of land or 
property of a character subject to the 
allowance for depreciation, or to re- 
deem part or all of a prior issue that 
was issued for such purposes. 

Section 103(b)(6)(D) of the Code 
provides, in part, that the issuer may 
elect to issue an exempt small issue of 
$5,000,000 or less in lieu of the $1,- 
000,000 described in section 103(b) 
(6) (A). For purposes of determining 
the aggregate face amount of such 
issue, there must be taken into account 
the face amount of the bonds to be 
issued, the outstanding face amount of 
any prior exempt small issues, and the 
aggregate amount of capital expendi- 
tures with respect to facilities paid or 
incurred during the 6-year period be- 
ginning three years before the date of 
such issue and ending three years after 
such date (and financed otherwise 
than out of the proceeds of outstand- 
ing issues to which section 103(b) (6) 
(A) applied). The facilities to be 
taken into account are those located 
in the same incorporated municipality 
or located in the same county (but 
not in any incorporated municipality) 
the principal user of which is or will 
be the same person or two or more re- 
lated persons. 

Section 1.103-10(b) (2) (ii) (e) of 
the Income Tax Regulations provides, 
in part, that an expenditure is a 
section 103(c)(6)(D) (now section 
103(b) (6) (D) ) capital expenditure if 
the capital expenditure is properly 
chargeable to the capital account of 
any person or State or local govern- 
mental unit (whether or not such per- 
son is the principal user of the facility 
or a related person) determined, for 
this purpose, without regard to any 
rule of the Code that permits expendi- 
tures properly chargeable to capital 
account to be treated as current ex- 
penses. 

Section 174 of the Code provides, 
in general, that a taxpayer may treat 
research or experimental expenditures 
in connection with a trade or busi- 
ness as expenses that are not charge- 





able to the taxpayer’s capital account. 
Such expenditures are allowable as a 
deduction in the taxable year paid or 
incurred or, under certain circum- 
stances, they may be deferred and 
amortized. 

Although, in the instant case, X 
will elect to treat its expenditures for 
research and experimentation with re- 
spect to the proposed manufacturing 
facility as deductible expenses under 
section 174 of the Code, the provisions 
of section 1.103-10(b) (2) (ii)(e) of 
the regulations will apply for pur- 
poses of determining whether such ex- 
penditures are capital expenditures 


under section 103(b) (6) (D). 


Accordingly, the expenditures by X 
for research and experimentation will 
be capital expenditures within the 
meaning of section 103(b)(6)(D) of 
the Code. Since the sum of the face 
amount of the proposed bond issue 
($4,500,000) and the aggregate 
amount of the capital expenditures 
($550,000) will exceed the $5,000,000 
limitation for an exempt small issue, 
the political subdivision may not elect 
to have the bonds treated as an ex- 
empt small issue under section 103(b) 


(6) (D). 


26 CFR 1.103-10: Exemption for certain 
small issues of industrial development 
bonds. 

Industrial development bonds; 
exempt small issue; property con- 
tributed to partnership. Property 
contributed to a partnership in ex- 
change for an interest in the part- 
nership that did not result in the 
recognition of a gain or loss under 
section 721 of the Code will not be 
considered a capital expenditure 
by the partnership for purposes 
of determining whether’ the 
$5,000,000 small issue limitation 
provided in section 103(b)(6)(D) 
has been exceeded. 


Rev. Rul. 77-146 


In 1977, city M proposes to issue 
industrial development bonds as de- 
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fined in section 103(b)(2) of the 
Internal Revenue Code of 1954, for 
the purpose of constructing facilities 
within the city for the use of part- 
nership X that was formed in 1976. M 
proposes to make the election pro- 
vided in section 103(b)(6)(D) for 
the $5,000,000 small issue exemption, 
so that the bonds will qualify for 
the interest exclusion provision of sec- 
tion 103(a)(1). In 1976 Y, also a 
partnership, contributed land, which 
it acquired in 1971, to X in exchange 
for a 30 percent interest in partner- 
ship X. The bond-financed facilities 
will be constructed on that land. 
Under section 721, the contribution of 
land by Y to X did not result in recog- 
nition of gain or loss. 

To determine whether the $5,000,- 
000 limit under section 103(b) (6) (D) 
of the Code has been exceeded, it is 
necessary to take into account any 
capital expenditures made with respect 
to facilities described in section 103(b) 
(6) (E), that are paid or incurred dur- 
ing the 6-year period beginning 3 years 
before and ending 3 years after the 
issuance of the bonds in question and 
financed otherwise than out of a prior 
exempt issue already being taken into 
account. 

The facilities described in section 
103(b) (6) (E) of the Code are those 
in which the principal user is the same 
person as the principal user of the 
facilities financed by the bonds in 
question or a related person, pro- 
vided that both facilities are located 
in the same incorporated municipality 
or located in the same county but not 
in any incorporated municipality. 

Held, under the circumstances de- 
scribed above, since the contribution 
of land by Y to X in exchange for an 
interest in partnership X represents 
a change in the form of Y’s ownership 
of the land that does not result in 
recognition of gain or loss under sec- 
tion 721 of the Code, the contribution 
of land by Y to X in exchange for an 
interest in partnership X is not a sec- 
tion 103(b)(6)(D) capital expendi- 
ture by X for purposes of determining 


whether the small issue limitation of 
$5,000,000 provided in section 103 
(b)(6)(D) has been exceeded. For 
similar treatment where section 351 
(a) applies to a transfer of property 
to a corporation solely in exchange 
for its stock or securities, see section 
1.103-10(b) (2) (v) (c) of the Income 
Tax Regulations, as limited by sec- 
tion 1.103-10(b)(2)(v)(d) of the 


regulations. 


26 CFR 1.103-10: Exemption for certain 
small issues of industrial development 
bonds. 

Industrial development bonds; 
exempt small issue; capital ex- 
penditures. Costs were incurred by 
a plastic product manufacturing 
corporation for molds that custo- 
mers had been charged separately 
for and became the property of the 
customers. After bonds had been 
issued by a political subdivision to 
construct a facility for the corpora- 
tion’s use and operations had be- 
gun, the method of cost recovery 
was changed by including a mold 
charge in the price of the plastic 
units and transfer of ownership 
was discontinued. The costs of the 
molds under both methods of 
charging the customers are capital 
expenditures within the meaning 
of section 103(b)(6)(D) of the Code 
for purposes of the $5,000,000 
exempt small issue limitation. 


Rev. Rul. 77-224 


Advice has been requested whether, 
under the circumstances described be- 
low, the costs of certain molds to be 
incurred by a manufacturing corpo- 
ration for the manufacture of custom 
molded plastic products will be con- 
sidered as excludable capital expendi- 
tures under section 103(b) (6) (F) (iii) 
of the Internal Revenue Code of 
1954. 

In January 1976, City M, a political 
subdivision, issued $4,000,000 of in- 
dustrial development bonds, as de- 
scribed in section 103(b)(2) of the 


Section 103 


Code, for the purpose of constructing 
an industrial facility for the use of X, 
a plastic products manufacturing cor- 
poration that is not an exempt person 
within the meaning of section 103(b) 
(3). M made the election provided in 
section 103(b)(6)(D) to treat the 
bonds as an exempt small issue of 
$5,000,000 or less. 

Prior to issuance of the bonds and 
the opening of the plant in M, X, in 
other political subdivisions where it 
had plants, had charged customers a 
unit price for a plastic product and a 
separate charge for the cost of the 
mold. The mold for which the cus- 
tomer had paid became the property 
of the customer but was retained by 
X. After the bonds were issued and 
after the beginning of operations in 
the plant in M, X began charging 
customers a price per unit for each 
plastic product that included the mold 
charge. Under this new method, X 
paid for the mold and retained title to 
it. This new method resulted from in- 
quiries from potential customers as to 
the feasibility of adopting the method 
under which the customer could avoid 
problems relative to financing, pur- 
chasing, responsibility for mold quality 
and maintenance, insurance and per- 
sonal property taxes. Although X had 
not previously foreseen it, a substan- 
tial additional amount of business 
could be obtained by X by adopting 
the new method thus allowing X to 
increase its production. 

Although section 103(a)(1) of the 
Code provides, in part, that gross in- 
come does not include interest on the 
obligations of a state, section 103(b) 
(1) provides, in part, that industrial 
development bonds shall not be 
treated as obligations of a. state. 
Therefore, the general rule in regard 
to industrial development bonds is 
that gross income does include the in- 
terest on industrial development 
bonds. However, section 103(b) pro- 
vides certain exceptions to this general 
rule. 

One of these exceptions is provided 


in section 103(b) (6) (D) of the Code 
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whereby at the election of the issuer a 
small issue exemption is available to 
an issuance of $5,000,000 or less of 
industrial development bonds. How- 
ever, if the election is made, the ag- 
gregate face amount of the bond issue 
will be determined, for purposes of 
resolving whether the $5,000,000 limit 
has been exceeded, by taking into ac- 
' count any capital expenditures made 
with respect to facilities of the type 
described in section 103(b) (6) (E) 
and paid or incurred during the six 
year period beginning three years be- 
fore and ending three years after the 
issuance of the bonds in question and 
financed otherwise than out of the 
proceeds of a prior exempt issue al- 
ready being taken into account. 

The facilities described in section 
103(b) (6) (E) of the Code are those 
in which the principal user is the same 
person as the principal user of the fa- 
cilities financed by the bonds in ques- 
tion or a person related thereto, pro- 
vided that both facilities are located 
in the same incorporated municipality 
or located in the same county (but not 
in any incorporated municipality) . 

Section 103(b) (6) (F) (iii) of the 
Code provides, in part, that a capital 
expenditure will not be taken into ac- 
count in determining whether the 
$5,000,000 limit has been exceeded if 
the expenditure is required by circum- 
stances that could not be reasonably 
foreseen on the date of issue of the 
obligations. 

In the instant case, X could have 
reasonably foreseen that an increase 
in production might result from nego- 
tiations with customers and the adop- 
tion of the new method of charging 
for the costs of the molds. 

Accordingly, the costs of the molds 
are not excludable capital expendi- 
tures described in section 103(b) (6) 
(F) (iii) of the Code and must be 
taken into account in determining 
whether the $5,000,000 limit has been 
exceeded within the applicable six 
year period described in section 103 
(b) (6) (D). 


In addition, if X had continued to 


employ at the new plant its original 
method of charging customers sepa- 
rately for the molds, the separate 
charge paid by the customers for the 
molds would also be taken into ac- 
count as capital expenditures by X in 
determining whether the $5,000,000 
limitation for exempt small issues has 
been exceeded. Such charges are 
treated as capital expenditures by X 
because X uses the molds in the man- 
ufacture of the plastic products at the 
site of the plant financed by the bonds. 
The fact that the customers, rather 
than X, paid the separate charge is 
irrelevant since section 1.103-10(b) 
(2) (ii) (e) of the regulations pro- 
vides, in part, that an expenditure is a 
capital expenditure for purposes of 
section 103(b) (6)(D) of the Code if 
the capital expenditure was properly 
chargeable to the capital account of 
any person or state or local govern- 
mental unit (whether or not such per- 
son is the principal user of the facility 
or a related person) . 





Section 105.—Amounts Received 
Under Accident and Health Plans 


26 CFR 1.105-4: Wage continuation plans. 


Sick pay; Federal disability re- 
tiree employed by Postal Service. 
For periods prior to 1976, a Fed- 
eral employee who retired on dis- 
ability (including members of the 
Armed Forces on the retired list for 
physical disability) was not “absent 
from work” for purposes of the sick 
pay exclusion when that individual 
performed services as an employee 
of the U.S. Postal Service. 


Rev. Rul. 77-15 


Advice has been requested whether 
an individual retired for disability 
from an agency of the United States 
Government (including members of 
the Armed Forces of the United States 
on the retired list for physical dis- 
ability) is “absent from work” for 
purposes of the sick pay exclusion 
provided by section 105(d) of the 





Internal Revenue Code of 1954 when 
that individual performs services as 
an employee of the United States 
Postal Service in 1975 and earlier 
years. 

For periods before January 1, 1976, 
section 105(d) of the Code provides, 
in part, that, subject to certain limita- 
tions, gross income does not include 
amounts received as wages or pay- 
ments in lieu of wages for a period 
during which the employee is absent 
from work on account of personal in- 
juries or sickness, 

Section 1.105-4(a) (5) of the In- 
come Tax Regulations provides, in 
part, that an employee “is not absent 
from work when he performs sub- 
stantial services for his employer, even 
though they are performed at a place 
other than his usual place of employ- 
ment.” 

Rev. Rul. 58-599, 1958-2 C.B. 45, 
holds that a member of the Armed 
Forces on the retired list for physical 
disability is no longer “absent from 
work” for purposes of the exclusion 
provided by section 105(d) of the 
Code when the member performs 
services as an employee of the United 
States, whether such services are per- 
formed in the same department or in 
another department, agency, or branch 
of the United States Government. 

The Postal Reorganization Act, 
Pub. L. No. 91-375, 91st Cong., 2d 
Sess. (August 12, 1970), created the 
United States Postal Service as an in- 
dependent establishment of the execu- 
tive branch of the Government of the 
United States (39 U.S.C. section 201 
(1970) ), to be operated as a service 
to the people by the Government of 
the United States (39 U.S.C. section 
101(a)(1970)). Thus, an officer or 
employee of the United States Postal 
Service is an employee of the Govern- 
ment of the United States and, there- 
fore, comes within the purview of 
Rev. Rul. 58-599. 

Accordingly, an individual retired 
for disability from an agency of the 
United States Government (including 
members of the Armed Forces of the 
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United States on the retired list for 
physical disability) is no longer “ab- 
sent from work” for purposes of the 
sick pay exclusion provided by section 
105(d) of the Code when that in- 
dividual performs services as an em- 
ployee of the United States Postal 
Service for which payments were re- 
ceived in 1975 and earlier years. 

For the exclusion of disability pay- 
ments received subsequent to Decem- 
ber 31, 1975, see section 105(d) of 
the Code as amended by section 505 
(a), (c) and (d) of the Tax Reform 
Act of 1976, Pub. L. No. 94-455, 94th 
Cong., 2d Sess. (October 4, 1976) 
[1976-3 C.B. (Vol. 1) 42]. 


26 CFR 1.105-4: Wage continuation plans. 
(Also Section 72; 1.72-1.) 

Sick pay exclusion for civil serv- 
ice retiree; pre-1976. A Federal 
Civil Service employee retired be- 
fore the mandatory retirement age 
on a regular annuity. After filing 
1974 and 1975 income tax returns 
and excluding retirement payments 
as recovery of cost, the employee 
was certified as eligible for disabil- 
ity retirement. If the employee 
timely files Form 5401 (Agreement 
to Apply Sick Pay Exclusion to Re- 
tirement Annuity) electing to have 
the 1974 retirement payments 
treated in part as sick pay, the 
excess retirement payments over 
the sick pay exclusion will be a re- 
covery of cost. The sick pay exclu- 
sion must also be claimed in an 
amended return for 1975 but the 
excess of the retirement payments 
for that year over the sick pay ex- 
clusion must be included in the 
employee’s gross income. 


Rev. Rul. 77-28 


Advice has been requested regard- 
ing the Federal income tax treatment 
of payments received during the calen- 
dar years 1974 and 1975, under a wage 
continuation plan by a retired civilian 
employee of the United States Gov- 


ernment who retired prior to January 
27, 1975. 

A retired on July 1, 1974, at age 
55, after 30 years of service, on a regu- 
lar annuity of $12,200 per annum, 
even though on that date A was actu- 
ally disabled. A’s initial retirement age 
was 55 and mandatory retirement age 
was 70. In timely filed Federal income 
tax returns for the calendar years 1974 
and 1975, A excluded $18,300 of the 
annuity payments received during 
such years as recoveries of the annuity 
cost under the 3-year rule of section 
72(d) of the Internal Revenue Code 
of 1954. Prior to retirement A had 
requested to be placed on a disability 
status. On May 3, 1976, after A’s in- 
come tax return for the calendar year 
1975 had been filed, the United States 
Civil Service Commissioner certified 
A’s eligibility for wage continuation 
benefits because of personal injuries or 
sickness from the date of A’s retire- 
ment until A reaches mandatory re- 
tirement age. If, on July 1, 1974, A 
had retired on disability A would have 
been entitled to exclude as sick pay 
under section 105(d) $2,200 of the 
amount received during the remainder 


of 1974. 


For taxable years prior to January 1, 
1976, section 105(d) of the Code 
provides, in part, that gross income 
does not include amounts (within cer- 
tain dollar limitations) that are wages 
or payments in lieu of wages for a 
period during which the employee is 
absent from work on account of per- 
sonal injury or sickness. 


Section 1.105-6(a) of the Income 
Tax Regulations provides, in part, that 
an employee who retired before Janu- 
ary 27, 1975, on a regular annuity (al- 
though actually disabled) may, as of 
the date of retirement, apply the sick 
pay exclusion to the annuity payments 
until the employee reaches manda- 
tory retirement age if the following 
requirements are met; 


(1) The employer had in operation 
at the time of the employee’s retire- 
ment a program providing accident 
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and health benefits under a wage con- 
tinuation plan; 

(2) The employer certifies, under 
procedures approved in advance by 
the Internal Revenue Service, that 
the employee would have been eligible 
for disability retirement under the 
plan because of personal injuries or 
sickness ; 

(3) At the time of the employee’s 
retirement there was no substantive 
difference between the benefits actu- 
ally received and the benefits the em- 
ployee would have received had the 
employee retired under the employer’s 
wage continuation plan; and 

(4) The employee agrees to the ad- 
justments and conditions required by 
the Commissioner with respect to 
amounts excluded under section 72(b) 
or (d) of the Code in taxable years 
ending before January 27, 1975. 

The certification required in para- 
graph (a)(2) and the agreement re- 
quired in (a) (4) of section 1.105-6 
of the regulation are to be filed on or 
before April 15, 1977, with the return, 
or in a timely filed amended return 
or claim, made for the taxable year 
in which the employee reached retire- 
ment age (initial retirement age), or 
for the first taxable year for which the 
taxpayer files an income tax return 
claiming an exclusion under section 
105(d) of the Code. Form 5401, 
Agreement to Apply Sick Pay Exclu- 
sion (Section 105(d)) to Retirement 
Annuity, may be used for this purpose. 

Section 1.72-15(i)(1) of the regu- 
lations provides, in part, that a tax- 
payer, who reaches initial retirement 
age before January 27, 1975, and 
under a pension plan established by 
the employer, received payments that 
qualify as wage-continuation benefits 
pursuant to section 105(d) of the 
Code, is entitled to an exclusion for 
taxable years ending before January 
27, 1975, with respect to payments re- 
ceived after initial retirement age but 
before mandatory retirement age. The 
amount of such exclusion is the greater 
of the amount actually excluded under 
section 72(b) or (d) as a recovery of 
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cost of the annuity or the amount 
that would have been excluded as sick 


pay. 

Section 1.72-15(i) (2) of the regu- 
ation provides, in part, that a tax- 
payer described in paragraph(i)(1) of 
that section shall redetermine the cost 
of the annuity contract in accordance 
with the applicable rules of section 
' 72 of the Code and the regulations 
thereunder. In making such deter- 
mination the taxpayer’s investment in 
the annuity contract is to be decreased 
by the excess (if any) of the annuity 
exclusion over the amount that could 
have been excluded as sick pay. 

In the instant case, A reached ini- 
tial retirement age, but not manda- 
tory age, before January 27, 1975. Ac- 
cordingly, A is entitled to the sick pay 
exclusion of $2,200 for the period 
July 1, 1974 through December 31, 
1974. Further, since such period is 
within the taxable year ended before 
January 27, 1975, and the amount 
actually excluded for such period, 
($6,100), exceeded the amount that 
could have been excluded as sick pay, 
($2,200), A will be entitled to such 
greater exclusion, provided A timely 
files Form 5401, together with the 
required certification and the agree- 
ment to decrease the cost of the an- 
nuity by $3,900, the amount of such 
excess. If all of these requirements 
are met, A will not be required to in- 
clude in gross income for the calendar 
year 1974 the amount of $3,900 repre- 
senting the excess of the amount re- 
ceived over the sick pay exclusion for 
such year. 

However, for taxable years ending 
on or after January 27, 1975, there are 
no existing provisions in the Code or 
the regulations thereunder that will 
permit a taxpayer to exclude from 
gross income the greater of the an- 
nuity exclusion or the sick pay exclu- 
sion. 

Accordingly, in this case, if A timely 
files Form 5401 and the required 
certification and agreement, thereby 
electing to have retirement payments 
treated as sick pay, A must file an 


amended return for the calendar year 
1975, claim the sick pay exclusion of 
$5,200 and report in gross income 
$7,000, the amount by which the re- 
tirement payments of $12,200 received 
in 1975 exceeds $5,200, the amount of 
the sick pay exclusion. 

However, sections 505(a) and (d) 
of the Tax Reform Act of 1976, Pub. 
L. 94-455, 94th Cong., 2d Sess., (Octo- 
ber 4, 1976) [1976-3 C.B. (Vol. 1) 42] 
made substantial changes in section 
105(d) of the Code relating to the 
sick pay exclusion, for years beginning 
after December 31, 1975. Therefore, 
for such years, a determination as to 
whether a taxpayer is entitled to the 
sick pay exclusion and the amount 
thereof, if any, must be made under 
section 105(d) as changed by the Tax 
Reform Act of 1976. 


26 CFR 1.105-4: Wage continuation plans. 
(Also Section 72; 1.72-2.) 

Sick pay; annuity from contract 
distributed under a profit-sharing 
plan. An annuity contract distrib- 
uted to an employee upon termi- 
nation of employment because of 
disability and purchased with the 
employee’s share of a qualified 
contributory saving and profit-shar- 
ing plan that made no provision 
for disability retirement is not part 
of an accident or health plan within 
the meaning of section 1.105-5 of 
the regulations. The periodic pay- 
ments received under the annuity 
contract are not excludable from 
gross income under section 105(d) 
of the Code and are taxable under 
the rules provided in section 72. 


Rev. Ru!. 77-123 


Advice has been requested whether, 
under the circumstances described be- 
low, payments received by a perma- 
nenily disabled taxpayer under an 
annuity contract are excludable from 
gross income under section 105(d) 
of the Internal Revenue Code of 1954. 


The taxpayer’s employment was ter- 
minated in 1975 after 24 years of serv- 





ice because of permanent disability 
when the taxpayer was 50 years old. 
The mandatory retirement age estab- 
lished by the employer for employees 
of the taxpayer’s class is age 65. While 
employed, the taxpayer participated 
voluntarily in the employer’s qualified 
saving and profit-sharing plan, to 
which both the taxpayer and the em- 
ployer had contributed. Upon becom- 
ing totally and permanently disabled, 
the taxpayer’s participation in the plan 
was terminated under the plan’s regu- 
lations and the taxpayer’s share in the 
plan was paid in the form of a single 
premium nontransferable annuity con- 
tract purchased and delivered to the 
taxpayer. 

The profit-sharing plan provides that 
an employee who ceases to be a mem- 
ber of the plan after five years of serv- 
ice is entitled to withdraw the moreys 
and securities to the credit of the em- 
ployee’s account in the plan (which 
includes amounts attributable to em- 
ployer as well as employee contribu- 
tions). If an employee ceases to be a 
member of the plan prior to five years 
of service because of total and per- 
manent disability, the plan provides 
that the employee is entitled to with- 
draw the moneys and securities to the 
credit of the employee’s account in 
the plan. If an employee ceases to be 
a member of the plan prior to five years 
of service for reasons other than death 
or total and permanent disability, the 
plan provides that the employee is 
entitled to withdraw only the amount 
equal to the accrued benefit derived 
from the employee’s own contributions. 
The plan provides that an employee 
will cease to be a member of the plan 
when the employee totally withdraws 
from the plan, when the employee’s 
employment and compensation termi- 
nate, or when the employee ceases to 
make regular deposits. 

Section 105(a) of the Code pro- 
vides that, except as otherwise pro- 
vided in that section, amounts received 
by an employee through accident or 
health insurance for personal injuries 
or sickness shall be included in gross 
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income to the extent such amounts 
(1) are attributable to contributions 
by the employer that were not in- 
cludible in the gross income of the 
employee, or (2) are paid by the 
employer. 

An exception to this general rule is 
provided by section 105(d) of the 
Code. Section 105(d) provides, in 
part, that gross income does not in- 
clude amounts referred to in section 
105(a) if such amounts are wages or 
payments in lieu of wages received by 
an employee under the conditions and 
within the limitations specified in sec- 
tion 105(d). 

Section 1.105-4(a) (2) (i) of the In- 
come Tax Regulations provides that 
section 105(d) of the Code applies 
only if the wages or payments in lieu 
of wages are paid pursuant to a wage 
continuation plan, defined as an acci- 
dent or health plan. Section 1.105-5 
defines an accident or health plan as 
an arrangement for the payment of 
amounts to employees in the event of 
personal injuries or sickness. 

Rev. Rul. 59-158, 1959-1 C.B. 34, 
discusses a contributory annuity plan 
under which the early retirement date 
of an employee could be the first day 
of any month within a 10-year period 
prior to the employee’s normal retire- 
ment date (age 65). An employee who 
retired at an early date was entitled to 
receive an annuity of such amount as 
the total of the employee’s own con- 
tributions and the contributions of the 
company on the employee’s behalf up 
to such early retirement date would 
buy under the terms of the group an- 
nuity contract as of the date such 
annuity payments were to commence. 
The plan made no provision for pay- 
ments during a temporary disability 
nor did it contain any specific provi- 
sion for early retirement because of 
disability. 

Rev. Rul. 59-158 holds that the con- 
tributory annuity plan described is not 
an accident or health plan within the 
meaning of section 1.105-5 of the regu- 
lations and, therefore, amounts re- 
ceived under that plan may not be 


excluded from gross income under 
section 105(d) of the Code. 

In the instant case, the profit-sharing 
plan makes no specific provision for 
early retirement because of disability 
for employees who have completed 
more than five years of service. An 
employee who withdraws from the plan 
after five years of service because of 
disability is entitled to the same bene- 
fits that the employee would have re- 
ceived had the employee withdrawn 
from the plan for other reasons. 

Thus, the annuity contract distrib- 
uted to the taxpayer is not part of an 
accident or health plan within the 
meaning of section 1.105-5 of the regu- 
lations. 

Accordingly, periodic payments to 
the taxpayer made pursuant to the 
annuity contract, which is not within 
the scope of section 105(d) of the 
Code, are not excludable from gross 
income under section 105(d). The 
periodic payments under the annuity 
contract are amounts received as an 
annuity and are taxable in accordance 
with the annuity rules provided in 
section 72. 


26 CFR 1.105-6: Special rules for em- 
ployees retired before January 27, 1975. 

Sick pay exclusion; retired em- 
ployee; certification of eligibility. A 
labor union, which maintains and 
administers a pension fund pursu- 
ant to a collective bargaining agree- 
ment providing for normal retire- 
ment benefits and a union wage 
continuation plan providing acci- 
dent and health benefits, may pro- 
vide the certification required by 
section 1.105-6(a)(2) of the regula- 
tions to an employee who is eligi- 
ble for wage continuation benefits 
but elects to receive normal retire- 
ment benefits before January 27, 
1975. 


Rev. Rul. 77-65 


Advice has been requested whether, 
under the circumstances described be- 
low, a labor union may provide the 
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certification dealing with wage con- 
tinuation plans required by section 
1.105-6 of the Income Tax Regula- 
tions. 

The taxpayer is a member of a labor 
union that maintains and administers 
a pension fund established pursuant to 
a collective bargaining agreement be- 
tween various employers and the 
union for the benefit of workers em- 
ployed by those employers. The union 
trustees of the fund are authorized to 
make the rules and regulations as to 
the employees’ eligibility to receive 
benefits and the determination as to 
the amount of such benefits. The em- 
ployer is required to contribute 1x 
dollars per day to the union pension 
fund for each person on the company 
payroll who is represented by the 
union. The employer has no other lia- 
bility for payment of retirement bene- 
fits other than this contribution. 

Retirement benefits are computed in 
accordance with a formula based upon 
the union member’s age and length of 
service and the amount of employer 
contributions to the member’s credit. 
A member may retire at any time after 
reaching age 50 or completing 20 years 
of service. Mandatory retirement age 
is age 60. 

The union plan also provides acci- 
dent and health benefits for its mem- 
bers under a wage continuation plan 
to which section 105(d) of the Inter- 
nal Revenue Code of 1954 applies. 
Accident and health benefits amount- 
ing to 60 percent of the employee’s 
current salary would be paid to the 
member, provided the member has 
had at least five years of service, should 
the member become totally and per- 
manently disabled. The benefits are 
payable regardless of the member’s age 
or length of disability. 

In 1974, a union member aged 54 
with 31 years of service became totally 
and permanently disabled. Because the 
retirement benefits payable for regular 
retirement exceeded the amount pay- 
able under the wage continuation plan 
(though not by a substantive amount), 
the member elected to retire under the 
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regular retirement plan rather than 
under the employer’s wage continua- 
tion plan. 


Section 1.105-6 of the regulations 
provides, in part, that an employee 
who retires from work before January 
27, 1975, receiving payments under an 
employer-established plan, which pay- 
- ments were not treated as amounts re- 
ceived under a wage continuation plan 
for purposes of section 105(d) of the 
Code, may, as of the date the employee 
retired, treat such plan as a wage con- 
tinuation plan to the extent such pay- 
ments are received prior to mandatory 
retirement age if certain requirements 
are met. One of these requirements is 
that the employer of the retired em- 
ployee must certify that the employee 
would have been eligible for wage con- 
tinuation benefits under the terms of 
the employer’s plan, because of in- 
juries or sickness. Section 1.105-6(a) 
(2). 

In the instant case, the labor union 
operates the plan and determines the 
status of its member who receives pay- 
ments under the plan. 


Accordingly, the labor union may 
provide the certification required by 
section 1.105-6(a) (2) of the regula- 
tions to the effect that, under the terms 
of the plan, the employee would have 
been eligible for wage continuation 
benefits because of injuries or sickness 
as of the date the employee retired. 


26 CFR 7.105-1: Questions and answers 
relating to exclusions of certain disability 
income payments. 


T.D. 7450 


TITLE 26— INTERNAL REVE- 
NUE—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 
UNDER THE TAX REFORM 
ACT OF 1976 


Questions and answers relating to 
exclusion of certain disability income 


payments 
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DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service ai 
Others Concerned: 


Preamble 


This document contains questions 
and answers relating to the exclusion 
of certain disability income payments 
received in taxable years beginning 
after December 31, 1975, from an 
employer-established plan. 

Under prior law, an employee could 
exclude from income up to $100 a 
week received under wage continua- 
tion plans when such employee was 
absent from work on account of injury 
or sickness. The Tax Reform Act of 
1976 eliminates the so-called sick pay 
exclusion for temporary absences from 
work and continues the exclusion of 
up to $5,200 a year generally for re- 
tirees under age 65 only if the dis- 
ability retiree is permanently and to- 
tally disabled. In addition the Act 
reduces this $5,200 exclusion dollar- 
for-dollar for adjusted gross income 
(including disability income) in excess 
of $15,000. 

These questions and answers are 
intended to provide guidelines which 
may be relied upon by taxpayers in 
order to resolve the issues specifically 
considered. However, no inferences 
should be drawn regarding issues not 
raised which may be suggested by a 
particular question and answer or as 
to why certain questions, and not 
others, are included. Furthermore, in 
applying the questions and answers, 
the effect of subsequent legislation, 
regulations, court decisions, and in- 
terpretative bulletins must be con- 
sidered. 


Adoption of amendments of the 
regulations 


In order to provide Temporary In- 
come Tax Regulations (26 CFR Part 
7) under section 105(d) of the In- 
ternal Revenue Code of 1954, as 
amended by section 505(a) and (c) 





of the Tax Reform Act of 1976 (90 
Stat. 1566) [Pub. L. 94-455, 1976-3 
C.B. (Vol. 1) 42], the following regu- 
lations are adopted 


§ 7.105-1 Questions and answers re- 
lating to exclusions of certain dis- 
ability income payments. 

The following questions and an- 
swers relate to the exclusion of certain 
disability income payments under sec- 
tion 105 (d) of the Internal Revenue 
Code of 1954, as amended by section 
505 (a) and (c) of the Tax Reform 
Act of 1976 (90 Stat. 1566) : 

Q-1: What effect on the sick pay 
exclusion does the new law have? 

A-1: The “sick pay” provisions of 
prior law (which allowed a limited 
exclusion from gross income of sick 
pay received before mandatory retire- 
ment age by active employees tempo- 
rarily absent from work because of 
sickness or injury, as well as by dis- 
ability retirees) have been replaced 
by provisions of the new law (which 
provide for a limited exclusion of dis- 
ability payments but restrict its ap- 
plication to individuals retired on dis- 
ability who meet certain requirements 
as to permanent and total disability, 
age, etc.) (Q-4). As a result of the 
more restrictive provisions of the new 
law, many taxpayers who qualified for 
the exclusion i in previous taxable years 
will not be eligible to claim the dis- 
ability payments exclusion beginning 
with the effective date of the new law. 

Q-2:What is the effective date of 
the new law relating to disability 
exclusion? 

A-2: The disability payments exclu- 
sion and the related annuity provi- 
sions of the Tax Reform Act of 1976 
are effective for taxable years begin- 
ning after December 31, 1975. Thus, 
a payment received in 1976 by a re- 
tiree who uses the cash receipts and 
disbursements method of accounting 
and files returns on a calendar year 
basis is governed by the new law. This 
is true even though the payment may 
be applicable to 1975. For example, 
a payment for December 1975 that is 
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received in January 1976 by a calen- 
dar-year, cash-basis taxpayer is con- 
trolled by the new law. 


Q-3: What are disability pay- 
ments? 

A-3: In general, disability pay- 
ments are amounts constituting wages 
or payments in lieu of wages made 
under provisions of a plan providing 
for the payment of such amounts to 
an employee for a period during 
which the employee is absent from 
work on account of permanent and 
total disability. Amounts paid to such 
an employee after mandatory retire- 
ment age is attained are not wages or 
payments in lieu of wages for pur- 
poses of the disability income exclu- 
sion. 


Q-4: Who is eligible to exclude dis- 
ability payments? 

A-4: A taxpayer who receives dis- 
ability payments in lieu of wages 
under a plan providing for the pay- 
ment of such amounts may qualify 
for the exclusion provided all of the 
following requirements are met: 

1) The taxpayer has not reached 
age 65 (see Q-9) before the end of 
the taxable year, 

2) The taxpayer has not reached 
mandatory retirement age (see Q-8) 
before the beginning of the taxable 
year, 

3) The taxpayer retired on dis- 
ability (see Q-10) (or if retired prior 
to January 1, 1976 and did not retire 
on disability, would have been eligible 
to retire on disability at the time of 
such retirement), 

4) The taxpayer was permanently 
and totally disabled (see Q-11) when 
the taxpayer retired (or if the tax- 
payer retired before January 1, 1976, 
was permanently and totally disabled 
on January 1, 1976), and 

5) The taxpayer has not made an 
irrevocable election not to claim the 
disability income exclusion (see Q-17 
through Q-19). 


Q-5: What limitations are placed 
on the amounts excludable? 


A-5: The amount of disability in- 
come that is excludable— 

a) Cannot exceed the amount of 
the disability income payments re- 
ceived for any pay period, 

b) Cannot exceed a maximum 
weekly rate of $100 per taxpayer. 
Thus, the maximum disability income 
exclusion allowable on a joint return 
(see Q-7) in the usual case where 
one spouse receives disability pay- 
ments, generally, would be $5,200, 
and if both spouses received disability 
payments the maximum exclusion, 
generally, would be $10,400 ($5,200 
for each spouse) , 

c) Cannot exceed, in the case of a 
disability income payment for a period 
of less than a week, a prorated portion 
of the amount otherwise excludable 
for that week (see Q-6), and 

d) Cannot exceed, for the entire 
taxable year, the total amount other- 
wise excludable for such taxable year 
reduced, dollar for dollar, by the 
amount by which the taxpayer’s ad- 
justed gross income (determined 
without regard to the disability in- 
come exclusion) exceeds $15,000. 
Where a disability income exclusion is 
claimed by either or both spouses on a 
joint return, the taxpayer’s adjusted 
gross income means the total adjusted 
gross income of both spouses com- 
bined (determined without regard to 
the disability income exclusion) (see 
also Q-7). 

Q-6: On what occasion is a tax- 
payer likely to receive part-week dis- 
ability payments? How do you prorate 
such payments? 

A-6: Such  part-week payments 
may be received when one of the fol- 
lowing events occurs after the first 
day of the taxpayer’s normal work- 
week: (a) the disability retirement 
commences; (b) the taxpayer reaches 
mandatory retirement age in a tax- 
able year prior to the taxable year in 
which such taxpayer attains age 65; 
or (c) the taxpayer dies. To prorate 
a part-week disability income payment 
for purposes of the exclusion, the tax- 
payer must: 
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1) Determine the “daily exclusion,” 
which is the lesser of— 

a) the taxpayer’s daily rate of dis- 
ability pay, or 

b) $100 divided by the number of 
days in the taxpayer’s normal work- 
week, 

2) Multiply the daily exclusion by 
the number of days for which the part- 
week payment was made. 


Thus, for a taxpayer whose normal 
workweek was Monday through Fri- 
day and whose retirement on perma- 
nent and total disability began on 
Wednesday, the first disability income 
payment would include a payment for 
a part-week consisting of three days. 
Assuming that the daily exclusion de- 
termined in 1), above, is $20, the tax- 
payer’s exclusion for the first week 
would be $60 ($20 x 3). 

Q-7: What filing restrictions apply 
to a married taxpayer who claims a 
disability income exclusion? 


A-7: A taxpayer married at the 
close of the taxable year who lived 
with his or her spouse at any time 
during such taxable year must file a 
joint return in order to claim the 
disability income exclusion. However, 
a taxpayer married at the close of the 
taxable year who lived apart from 
his or her spouse for the entire tax- 
able year may claim the exclusion on 
either a joint or separate return. 

Q-8: What is “mandatory retire- 
ment age”? 

A-8: Generally, mandatory retire- 
ment age is the age at which the tax- 
payer would have been required to re- 
tire under the employer’s retirement 
program, had the taxpayer not be- 
come disabled. 

Q-9: Does a taxpayer reach age 65 
on the day before his or her 65th birth- 
day for purposes of the disability in- 
come exclusion, as is the case for pur- 
poses of the exemption for age and the 
credit for the elderly? 

A-9: No. For purposes of the dis- 
ability income exclusion, a taxpayer 
reaches age 65 on the day of his or her 
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65th birthday anniversary. Thus, a 
taxpayer whose 65th birthday occurs 
on January 1, 1977, is not considered 
to reach age 65 during 1976, for pur- 
poses of the disability income exclusion. 


Q-10: What does “retired on dis- 
ability” mean? 

A-10: Generally, it means that an 
employee has ceased active employ- 
ment in all respects because of a dis- 
ability and has retired under a 
disability provision of a plan for em- 
ployees. However, an employee who 
has actually ceased active employment 
in all respects because of a disability 
may be treated as “retired on disabil- 
ity” even though the employee has not 
yet gone through formal “retirement” 
procedures, as for example, where an 
employer carries the disabled employee 
in a non-retired status under the dis- 
ability provisions of the plan solely for 
the purpose of continuing such em- 
ployee’s eligibility for certain employer- 
provided fringe benefits. In addition, 
ruch an employee may be treated as 
“retired on disability” even though the 
initial period immediately following 
his or her ceasing of employment on 
account of a disability must first be 
used against accumulated “sick leave” 
or “annual leave” prior to the em- 
ployee being formally placed in dis- 
ability retirement status. 


Q-11: What is permanent and total 
disability? 

A-11: It is the inability to engage 
in any substantial gainful activity by 
reason of any medically determinable 
physical or mental impairment that— 


a) can be expected to result in 
death, 


b) has lasted for a continuous pe- 
riod of not less than 12 months, or 


c) can be expected to last for a 
continuous period of not less than 12 
months. 


The substantial gainful activity re- 
ferred to is not limited to the activity, 
or a comparable activity, in which the 
individual customarily engaged prior 
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to such individual’s retirement on dis- 
ability. 

Q-12: ff a taxpayer retired on dis- 
ability but it is not clear until the fol- 
lowing taxable year that the disability 
as of the date of such retirement was 
permanent and total (so that the em- 
ployee did not exclude any amount as 
disability income in the earlier taxable 
year), may the taxpayer file an 
amended return to claim the disability 
income exclusion for the taxable year 
in which such taxpayer retired on dis- 
ability which was permanent and 
total ? 


A-12: Yes. 


Q-13: What proof must a taxpayer 
furnish to establish the existence of 
permanent and total disability? 


A-13: If retired on disability before 
January 1, 1976: A certificate from a 
qualified physician attesting to the tax- 
payer’s permanent and total disability 
on January 1, 1976. 

If retired on disability during 1976 
or thereafter: A certificate from a 
qualified physician attesting to the 
taxpayer’s permanent and total dis- 
ability at the time such taxpayer re- 
tired on disability. 

In either case, the taxpayer must 
attach such certification to the taxpay- 
er’s income tax return. The certifica- 
tion by the physician shall give the 
physician’s name and address and shall 
also contain an acknowledgment that 
the physician understands the certifica- 
tion will be used by the taxpayer to 
claim the exclusion for permanent and 
total disability on his or her income 
tax return. No certification from any 
employer is required with regard to 
the determination of permanent and 
total disability. 


Q-14: For what period does a tax- 
payer eligible (see Q-4) for the dis- 
ability income exclusion (without re- 
gard to the $15,000 income phaseout 
explained in Q-5) continue to be eligi- 
ble for such exclusion? 

A-14: Unless the taxpayer earlier 
makes the irrevocable election not to 





claim the disability income exclusion 
described in Q-17 through Q-19, such 
taxpayer continues to be eligible until 
the earlier of: 

a) the beginning of the taxable year 
in which the taxpayer reaches age 65, 

b) the day on which the taxpayer 
reaches mandatory retirement age. 

Q-15: May a taxpayer while eligi- 
ble (see Q-4) for the disability income 
exclusion under the new law, exclude 
any applicable pension or annuity 
costs? 

A-15: No. This is true even though 
while eligible for the disability income 
exclusion, such taxpayer is unable to 
exclude any amount of the disability 
income payments because of the 
$15,000 income phaseout (see Q-5). 

Q-16: When will a taxpayer who is 
eligible (see Q-4) to exclude disability 
income payments (without regard to 
the $15,000 phaseout explained in 
Q-5) under the new law be able to 
exclude any applicable pension or 
annuity costs? 

A-16: In general, such a taxpayer 
will begin to exclude any of his or her 
pension or annuity costs under ap- 
plicable rules of the Code beginning 
on the first day of the taxable year in 
which he or she attains age 65 or, if 
mandatory retirement age is attained 
in an earlier taxable year, beginning 
on the day the taxpayer attains 
mandatory retirement age. 

Q-17: May a taxpayer who is eligi- 
ble (see Q-4) to exclude disability in- 
come payments (without regard to the 
$15,000 phaseout explained in Q-5) 
under the new law begin to exclude 
applicable pension or annuity costs in 
an earlier taxable year? 

A-17: Yes, but such a_ taxpayer 
must make the election described in 
Q-18 and Q-19 in which case the tax- 
payer would no longer be eligible for 
the disability income exclusion. 

Q-18: What is an election not to 
claim the disability income exclusion? 

A-18: It is an irrevocable election 
for the taxable year for which the 
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election is made, and each taxable year 
thereafter. If such an election is made 
the taxpayer will begin to recover tax- 
free, out of the payments, his or her 
annuity costs as provided under the 
applicable provision of the Code. 


Q-19: How does a taxpayer who is 
eligible to exclude disability income 
payments (without regard to the $15,- 
000 phaseout explained in Q-5) under 
the new law make this election? 

A-19: The election is made by 
means of a statement attached to the 
taxpayer's income tax return (or 
amended return) for the taxable year 
in which the taxpayer wishes to have 
the applicable annuity rule apply. The 
statement shall set forth the taxpayer’s 
qualifications to make the election 
(i.e., that the taxpayer is eligible (see 
Q-4) to exclude disability income pay- 
ments (without regard to the $15,000 
income phaseout explained in Q-5) ) 
and that such taxpayer irrevocably 
elects not to claim the benefit of ex- 
cluding disability income payments 
under section 105(d), as amended, for 
such taxable year and each taxable 
year thereafter. The election cannot 
be made for any taxable year begin- 
ning before January 1, 1976. 

Q-20: What relief is provided for 
taxpayers who underpaid their esti- 
mated taxes for the installments due 
prior to enactment of the Tax Reform 
Act of 1976? 

A-20: The IRS does not, under 
present law, have any authority to 
abate estimated tax underpayment 
penalties that are attributable to retro- 
active changes in the tax law. How- 
ever, when Congress reconvenes it is 
anticipated that legislation may be ap- 
proved to relieve taxpayers of such 
penalties due to the Tax Reform Act 
to the extent that they are attributable 
to retroactive changes in the law. 
Therefore, the Service will defer assess- 
ment of penalties for the underpay- 
ment of estimated tax until April 15, 
1977, in order that Congress will have 
an opportunity to consider legislative 
action in this area. In the meantime, 


current estimated tax installments 
should reflect changes made in the 
law. To avoid additional penalties 
which will arise should remedial legis- 
lation not be enacted, taxpayers should 
pay previously underpaid estimated 
tax as soon as possible. 

Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 of 
title 5 of the United States Code or 
subject to the effective date limitations 
of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of Internal 
Revenue. 


Approved December 21, 1976. 


CuHartes M. WALKER, 
Assistant Secretary of 
the Treasury. 


(Filed by the Office of the Federal Reg- 
ister on December 22, 1976; 4:44 p.m., 
and published in the issue of the Federal 
Register for December 29, 1976, 41 F.R. 
56630) 





Section 111.—Recovery of Bad 
Debts, Prior Taxes, and 
Delinquency Amounts 

26 CFR 1.111-1: Recovery of certain items 
previously deducted. 

(Also Section 334; 1.334-1.) 

Recovery of previously deducted 
amounts; subsidiary liquidated into 
parent. The tax benefit rule de- 
scribed in Rev. Rul. 74-396 is ap- 
plicable to liquidations under sec- 
tion 336 of the Code; the position 
of the Service with respect to South 
Lake Farms, Inc. is explained. 


Rev. Rul. 77-67 


As a result of the acquiescence in 
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South Lake Farms, Inc., 36 T.C. 1027 
(1961), acq., 1975-1 C.B. 2, aff’d, 324 
F.2d 837 (9th Cir. 1963), the Internal 
Revenue Service has been asked to 
clarify an apparent conflict in its posi- 
tion with regard to the applicability of 
the so-called “tax benefit rule” to cor- 
porate liquidations under section 336 
of the Internal Revenue Code of 1954 
as provided in Rev. Rul. 74-396, 1974- 
2 C.B. 106. 


In South Lake Farms, Inc. the new 
corporation purchased all the out- 
standing stock of South Lake Farms, 
Inc. (old corporation) and _subse- 
quently liquidated it pursuant to sec- 
tions 332, 334(b) (2), and 336 of the 
Code. Prior to its liquidation the old 
corporation had incurred and deduct- 
ed under its accrual method of ac- 
counting various expenses for the 
planting and growing of a cotton crop 
and the preparation of land for the 
pianting of a barley crop. Neither the 
growing crop nor the land preparation 
expenses were inventoried for its last 
full fiscal year and the short year prior 
to liquidation. 

On the distribution of assets the new 
corporation allocated a portion of its 
stock basis in the old corporation to 
the unharvested cotton crop and land 
preparation pursuant to section 334(b) 
(2) of the Code. The new corporation 
harvested the cotton crop and planted 
and harvested the barley crop deduct- 
ing in both situations the allocated 
stock basis and its additional expenses 
against the sales proceeds. 


The Internal Revenue Service in the 
Tax Court of the United States, ar- 
gued that the value of the cotton crop 
and land preparation should be in- 
cluded in the income of the old cor- 
poration in its final return in order 
to clearly reflect the income of the 
old corporation within the meaning 
of section 446(b) of the Code. Al- 
ternatively, the Service argued that 
the provisions of section 482 should 
be applied to increase the taxable in- 
come of the old corporation in its 
final return representing the expenses 
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attributable to the cotton crop and 
land preparations. Both of these posi- 
tions were rejected by the Tax Court. 


On appeal, the decision of the Tax 
Court was affirmed despite the addi- 
tional contention of the Service that 
section 446(b) of the Code should 
require the inclusion of the crop and 
land preparation deductions in the 
- income of the old corporation since it 
received a “tax benefit” for these ex- 
penses through deductions in taxable 
years prior to liquidation. 


In Rev. Rul. 74-396, 1974-2 C.B. 
106, the tax benefit rule was applied 
in a liquidation transaction pursuant 
to sections 332 and 334(b) (2) of the 
Code to incidental supplies deducted 
in a year prior to liquidation but not 
consumed at the time of liquidation. 
The portion of the purchase price al- 
located to the supplies by the purchas- 
ing corporation under section 334(b) 
(2), and determined not to be in ex- 
cess of the cost of such supplies, was 
included in the income of the liquidat- 
ing corporation pursuant to section 61 
in the year of liquidation. Further- 
more, the application of the tax benefit 
rule to liquidations under section 336 
would serve to neutralize tax con- 
siderations in choosing whether to 
liquidate under section 336 or section 
337, where the tax benefit rule has 
been determined to be applicable. Ad- 
ditionally, the interpretation of “re- 
covery” given by the Circuit Court of 
Appeals in South Lake Farms, Inc. 
was held to be erroneous in Rev. Rul. 
74-396 and by the Tax Court in 
Tennessee Carolina Transportation, 
Inc., 65 T.C. 440, 447 (1975), appeal 
docketed, No. 76-2496 (6th Cir., Aug. 
4, 1976). 

The principal issues involved in the 
Tax Court’s consideration of South 
Lake Farms, Inc. concerned sections 
446(b) and 482 of the Code and the 
acquiescence refers only to these issues 
without any comment as to the ap- 
plicability of the tax benefit rule or the 
validity of Rev. Rul. 74-396. Only on 
appeal was the issue of the applicabil- 
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ity of the tax benefit rule raised by 
the Service. 


Accordingly, the acquiescence in the 
Tax Court decision in South Lake 
Farms, Inc. does not conflict with 
Rev. Rul. 74-396 because the tax bene- 
fit rule was not an issue in that case. 
Because of the misunderstanding 
caused by the acquiescence, and be- 
cause the Service no longer agrees with 
the decision made by the Tax Court, 
the acquiescence is withdrawn and 
nonacquiescence is substituted there- 
for. See page _ of this Bulletin. 


For taxable years beginning after 
December 31, 1976, see section 207 
(c) of the Tax Reform Act of 1976, 
Pub. L. No. 94-455, 94th Cong., 2d 
Sess. (October 4, 1976) [1976-3 C.B. 
(Vol. 1) 15], which added section 447 
to the Code. Section 447 requires 
certain corporations engaged in farm- 
ing to use the accrual method of 
accounting and to capitalize pre- 
productive expenses. 


26 CFR 1.111-1: Recovery of certain items 
previously deducted or credited. 
(Also Sections 61, 1016; 1.61-1, 1.1016-3.) 
Recovery of protested severance 
tax; depletion. Severance tax paid 
under protest and refunded in a 
later year to a corporation is in- 
cludible in its gross income in the 
year refunded to the extent that the 
refund exceeds the resultant in- 
crease in percentage depletion that 
would have been allowable in the 
year the tax was incorrectly paid to 
the state. The refund is not includi- 
ble in income from property for 
purposes of computing depletion 
allowance for the refund year, and 
the depletable basis of the property 
is reduced by the amount of the 
additional depletion that would 
have been allowable in the year of 
the incorrect payment. 


Rev. Rul. 77-79 


A corporation was notified by the 
state that additional severance taxes 
were due on minerals produced within 





the state. The corporation did not 
agree that it owed additional tax but 
paid 1,500x dollars in 1974 under pro- 
test and claimed such amount as a 
deduction for that year under section 
461(f) of the Internal Revenue Code 
of 1954. Because of this deduction, the 
taxable income from the property 
(computed without depletion) was 
reduced. Therefore, under the limita- 
tion of section 613(a), the percent- 
age depletion deduction for 1974 was 
lower by 500x dollars, and the deplet- 
able basis of the property was adjusted 
by the lower depletion allowance actu- 
ally taken in 1974. In 1974, the 
corporation sued the state to recover 
the 1,500x dollars and, in 1976, the 
court decided in favor of the corpora- 
tion and the state refunded the 1,500x 
dollars. 

Held, under section 1.111-1(b) (2) 
of the Income Tax Regulations, the 
amount of the recovery exclusion is 
500x dollars and, therefore, the 
amount to be included in the corpora- 
tion’s gross income for 1976 is 1,000x 
dollars (1,500x dollars refunded minus 
500x dollars recovery exclusion). No 
amount of the refund is to be included 
in the gross income or the taxable 
income from the property for the pur- 
pose of computing the depletion allow- 
ance for the year of refund. Further- 
more, the depletable basis of the 
property, if any, must be reduced in 
the year of restoration because the 
500x dollars recovery exclusion was 
equivalent to the restoration of the 
depletion deduction previously re- 
duced because of the payment of the 
severance tax. 





Section 117.—Scholarships and 
Fellowship Grants 


26 CFR 1.117-4: Items not considered as 
scholarships or fellowship grants. 
(Also Section 61; 1.61-2.) 

Scholarships and _ fellowships; 
job training allowances. Weekly 
allowances in excess of allowances 
provided under the Manpower De- 
velopment Training Act, received 


us 
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es 
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by construction union members 
from a tax-exempt trust fund estab- 
lished under a collective bargaining 
agreement and financed by con- 
tractor contributions to provide 
training in construction skills, are 
not excludable from the gross in- 
comes of the recipients as scholar- 
ships or fellowship grants. 


Rev. Rul. 77-177 


Advice has been requested whether 
weekly payments made to certain per- 
sons enrolled in the construction train- 
ing program described below, in addi- 
tion to the weekly allowances paid to 
all trainees, are excludable from their 
gross income under section 117 of the 
Internal Revenue Code of 1954 as 
scholarships or fellowship grants. 


As a result of a collective bargaining 
agreement between certain building 
and construction contractors and cer- 
tain labor unions, a trust fund was 
established to provide training in basic 
construction skills to new laborers, to 
give additional training to union mem- 
bers having limited skills, and to teach 
laborers how to operate new equip- 
ment currently being introduced into 
the construction industry. Trainees 
provide no services to the trust or to 
any third party as part of their train- 
ing. 

The trust is financed by contractor 
contributions required under _ the 
agreement with the unions and is gov- 
erned by a Board of Trustees includ- 
ing equal numbers of contractors and 
union appointees. One full-time ad- 
ministrator has been named to run the 
day-to-day operations of the training 
program, including the selection of 
the trainees. Contributions to the trust 
are used exclusively to finance the 
training program, including expenses 
of administration and weekly training 
allowances. The Internal Revenue 
Service has ruled that the trust is an 
organization that qualifies for exemp- 
tion from Federal income tax under 


section 501(c) (3) of the Code. 
All trainees accepted by the trust are 


entitled to a weekly allowance from 
funds obtained under the Manpower 
Development Training Act (MDTA). 
Such allowances are not includible in 
gross income for Federal income tax 
purposes because they are made under 
a legislatively provided social benefit 
program for promotion of the general 
welfare. Rev. Rul. 63-136, 1963-2 C.B. 
19. The Board has decided that addi- 
tional weekly allowances will be paid 
out of the trust funds to trainees who 
are members of a construction union. 
The additional weekly payments are 
not required under the agreement es- 
tablishing the trust. 

The trust accepted the trainees, and 
the contractors and labor unions, by 
virtue of the agreement that estab- 
lished the trust, selected the type of 
training that must be pursued. 

Section 61 of the Code provides 
that, except as otherwise excluded, 
gross income means all income from 
whatever source derived. Section 117 
provides, however, that gross income 
does not include any amount received 
as a scholarship or fellowship grant. In 
the case of an individual who is not a 
candidate for a degree, the exclusion 
applies only to scholarships or fellow- 
ships granted by an organization that 
qualifies as (i) an organization de- 
scribed in section 501(c) (3) that is 
exempt from tax under section 501 (a), 
(ii) a foreign government, (iii) an in- 
ternational organization, or a bina- 
tional or multinational education and 
cultural foundation or commission cre- 
ated or continued pursuant to the Mu- 
tual Educational and Cultural Ex- 
change Act of 1961, or (iv) the 
United States or an instrumentality or 
agency thereof, or a State, a territory, 
or a possession of the United States, 
or any political subdivision thereof, or 
the District of Columbia. Section 117 
(b) (2) (A). When there is more than 
one grantor, all grantors must qualify. 

In determining the grantor or grant- 
ors of the additional weekly allowances 
paid only to union members, control 
over selection of recipients or the type 
of training that must be pursued is im- 
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portant. Rev. Rul. 73-564, 1973-2 
C.B. 28. Thus, in the instant case, 
since the trust selected the recipients, 
and the contractors and labor unions 
selected the type of training that must 
be pursued, all three, the trust, the 
contractors, and the unions are grant- 
ors of the additional weekly allow- 
ances. 


Since the recipients in the present 
case are not candidates for a degree 
and since the contractors and unions 
do not qualify under section 117(b) 
(2) (A) of the Code, the additional 
weekly allowances are not excludable 
as scholarships or fellowship grants 
under section 117. 

Moreover, even if the grantees were 
candidates for degrees, the extra 
weekly allowance would not be ex- 
cludable under section 117 of the 
Code because: 

(1) requiring recipients of the ex- 
tra weekly allowance to be union 
members does not further an educa- 
tional purpose, and 

(2) the training financed by the 
extra weekly allowance is primarily 
for the benefit of the contractors be- 
cause such allowance must be used to 
train people in construction skills, and 
such training increases the pool of 
trained people available in the con- 
tractors’ business. 

Thus, the additional allowances 
paid to the union members are in- 
cludible in their gross income under 
section 61 of the Code. 

For the treatment of the weekly al- 
lowances for purposes of the Federal 
Insurance Contributions Act, the Fed- 
eral Unemployment Tax Act, and the 
Collection of Income Tax at Source 
on Wages, see Rev. Rul. 69-519, 
1969-2 C.B. 185, which discusses the 
treatment of payments made by an 
apprenticeship educational and train- 
ing trust fund to pre-apprenticeship 
and apprenticeship training program 
students. 


26 CFR 1.117-4: Items not considered as 
scholarships or fellowship grants. 
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Whether grants made by a private foun- 
dation exempt under section 501(c) (3) of 
the Code to aid worthy students who indi- 
cate a willingness to teach for two years in 
the public schools for a particular state im- 
mediately following graduation constitute 
scholarships under section 117. See Rev. 
Rul. 77-44, page 355. 





Section 119.—Meals or Lodging 
Furnished for the Convenience 
of the Employer 


26 CFR 1.119-1: Meals or lodging fur- 
nished for the convenience of the employer. 
(Also Sections 61, 3121, 3401; 1.61-1, 
31.3121 (a)-1, 31.3401 (a)-1.) 

Lodging and grocery allowance 
provided by employer. The value of 
lodging in a home furnished with- 
out charge by an exempt religious 
organization to its full-time repre- 
sentatives, who are required to ac- 
cept the lodging as a condition of 
employment and as the primary 
place for performing their duties, is 
excludable from the employees’ 
gross income under section 119 of 
the Code; however, an allowance 
provided for groceries with which 
meals are prepared at the home is 
not excludable. For FICA purposes, 
the allowance for groceries with 
which meals are prepared and 
salaries of over $50 per quarter 
paid to the representatives, for 
whom coverage under the FICA has 
been elected by the organization, 
are wages. The salaries and gro- 
cery allowance are also subject to 
income tax withholding. 


Rev. Rul. 77-80 


Advice has been requested whether, 
under the circumstances described be- 
low, food allowances and lodging fur- 
nished by an employer to certain em- 
ployees are excludable from gross in- 
come under section 119 of the Inter- 
nal Revenue Code of 1954. 

A charitable organization, which 
qualifies as a religious organization 
under section 501(c) (3) of the Code, 
but which is neither a religious body 
nor a religious order, employs full- 
time representatives in various locali- 
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ties in the United States. In addition 
to a salary of more than $50 a quarter, 
the organization provides a home with- 
out charge to each representative. The 
representative is required to use the 
home as a residence and as the pri- 
mary place for performing the duties 
of the representative’s employment. 
The duties consist of leading group 
bible studies, seminars on religious 
topics, and prayer meetings, as well 
as recruiting new members, training 
individuals to be representatives, and 
providing personal counseling services 
to members of the organization. The 
representative is expected to be avail- 
able at all times to provide counsel- 
ing services, although these services 
are sometimes performed outside the 
home. The home is large enough to 
provide living accommodations for the 
representative, the representative’s 
family, and one or two trainees and 
to accommodate the various groups 
led by the representative. All clerical 
and administrative functions relating 
to the representative’s duties are also 
conducted in the home. In addition to 
the home, each representative receives 
an allowance for the purchase of gro- 
ceries with which meals are prepared 
and consumed at the home. The orga- 
nization has filed Forms SS-15 and 
SS-15a electing coverage under the 
Federal Insurance Contributions Act 
for its employees. 

Section 61(a) of the Code and the 
Income Tax Regulations thereunder 
provide that, except as otherwise pro- 
vided by law, gross income means all 
income from whatever source derived, 
including compensation for services. 


Section 1.61-2(d) (3) of the regula- 
tions provides, in part, that the value 
of living quarters or meals that an 
employee receives in addition to the 
employee’s salary is gross income unless 
they are furnished for the convenience 
of the employer and meet the condi- 
tions specified in section 119 of the 
Code and the regulations thereunder. 

Section 119 of the Code provides, 
in part, that there shall be excluded 
from gross income of an employee the 





value of any meals or lodging fur- 
nished to the employee by the em- 
ployer for the convenience of the em. 
ployer, but only if certain requirements 
are met. In the case of meals, the 
meals must be furnished on the busi- 
ness premises of the employer. In 
the case of lodging, the employee must 
be required to accept the lodging on 
the business premises of the employer 
as a condition of employment. 

Section 1.119-1(c) (1) of the regula- 
tions provides, in part, that for pur- 
poses of section 119 of the Code, the 
term “business premises of the em- 
ployer” generally means the place of 
employment of the employee. 

Section 1.119-1(c) (2) of the regula- 
tions provides, in part, that the exclu- 
sion provided by section 119 of the 
Code applies only to meals and lodging 
furnished in kind by an employer to 
an employee. Cash allowances for 
meals or lodging received by an em- 
ployee are includible in gross income 
to the extent that such allowances are 
compensation. 

In Michael A. Tougher, Jr., 51 T.C. 
737 (1969), aff'd per curiam, 441 F. 
2d 1148 (9th Cir. 1971), cert. denied, 
404 U.S. 856 (1971), the Tax Court 
of the United States held that gro- 
ceries purchased by employees did not 
qualify as “meals” under section 119 
of the Code. The court stated that the 
word “meals” connotes food that is 
prepared for consumption at such 
recognized occasions as_ breakfast, 
lunch, dinner, or supper, or the 
equivalent thereof, and that, although 
items of food can be processed and 
combined with other items so as to 
produce meals, in their raw form they 
are not ordinarily regarded as meals. 


Section 1.119-1(b) of the regula- 
tions, concerning lodging, provides, in 
part, that the requirement that the em- 
ployee be required to accept the 
lodging as a condition of employment 
means that the employee be required 
to accept the lodging in order to en- 
able the employee properly to perform 
the duties of the employment. Lodg- 
ing will be regarded as furnished to 
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enable the employee properly to per- 
form the duties of the employment 
when, for example, the lodging is 
furnished because the employee is 
required to be available for duty at 
all times or because the employee 
could not perform the services re- 
quired unless such lodging is furnished. 

In this case, the representative’s 
place of employment is the home 
furnished by the organization. The 
lodging is furnished for the conveni- 
ence of the employer, and the repre- 
sentative is required to accept the 
lodging as a condition of employment 
in order to properly perform the duties 
required in the employment. 

Accordingly, in the instant case, the 
value of the lodging furnished to the 
representative is excludable from the 
representative’s gross income under 
section 119 of the Code. 

The food allowance paid to the 
representative is not excludable from 
gross income under section 119 of the 
Code because it does not meet the 
requirements of section 119 and the 
regulations thereunder. Accordingly, 
the amount received as a food allow- 
ance is includible in the representa- 
tive’s gross income under section 61. 

Section 3401(a) of the Code, relat- 
ing to the Collection of Income Tax 
at Source on Wages (chapter 24, sub- 
title C, of the Code) defines the term 
“wages,” with certain exceptions not 
here material, as all remuneration for 
employment, including the cash value 
of all remuneration paid in any 
medium other than cash. 

Section 31.3401(a)-1(b)(9) of the 
Employment Tax Regulations, relat- 
ing to income tax withholding, pro- 
vides that the value of any meals or 
lodging furnished to an employee by 
an employer is not subject to with- 
holding if the value of the meals or 
lodging is excludable from the gross 
income of the employee. 

Therefore, since the value of the 
lodging is excludable from the gross 
income of the representative under 
section 119 of the Code, it is not sub- 
ject to the withholding of income tax. 


However, the food allowance is 
“wages” subject to the withholding of 
income tax, since there is no applica- 
ble exception excluding such cash 
remuneration from “wages.” 

Section 3121(a) of the Federal In- 
surance Contributions Act (chapter 
21, subtitle C, of the Code) contains 
a definition of “wages” similar to that 
found in section 3401 (a). 

Section 3121(b)(10)(A) of the Act 
excepts from the definition of “em- 
ployment,” for purposes of the Act, 
service performed in any calendar 
quarter in the employ of any organiza- 
tion exempt from income tax under 
section 501(a) of the Code (other 
than an organization described in sec- 
tion 401(a)) or under section 521, if 
the remuneration for such service is 
less than $50. 

The regulations relating to the 
Federal Insurance Contributions Act 
do not contain a provision similar to 
that found in section 31.3401 (a) -1(b) 
(9) of the regulations. 

The fair value of lodging furnished 
employees by their employer represents 
“wages” for purposes of the Federal 
Insurance Contributions Act. Whether 
the lodging is furnished “for the con- 
venience of the employer” is imma- 
terial for purposes of the Act. See Rev. 
Rul. 62-150, 1962-2 C.B. 213, and 
Rev. Rul. 68-322, 1968-1 C.B. 416. 

Accordingly, the services performed 
by the representative are not excepted 
from “employment” under section 
3121(b)(10)(A) of the Federal In- 
surance Contributions Act, since the 
remuneration paid the representative 
is more than $50 in each quarter. The 
wages for purposes of the taxes under 
the Act include the salary paid the 
representative, the food allowance, and 
the fair value of the lodging furnished. 





Part VI.—Itemized Deductions for Individuals 
and Corporations 





Section 162.—Trade or Business 
Expenses 


26 CFR 1.162-1: Business expenses. 
(Also Section 62; 1.62-1.) 


Section 162 


Deduction of expenses of seek- 
ing new employment. Travel and 
transportation expenses incurred 
by an individual in seeking new 
employment in the same trade or 
business are deductions in com- 
puting adjusted gross income; the 
expenses of typing, printing, and 
mailing a resume are allowable as 
itemized deductions; Rev. Rul. 75- 
120 clarified. 


Rev. Rul. 77-16 


Advice has been requested concern- 
ing the manner in which expenses that 
are deductible under section 162 of 
the Internal Revenue Code of 1954 in 
seeking new employment in the same 
trade or business may be claimed for 
Federal income tax purposes. 

An individual, a corporate execu- 
tive with the same employer for 10 
years, became dissatisfied with the em- 
ployer. The individual believed that 
recent changes in the company had 
limited the employer’s future and 
had caused internal organizational in- 
stability. For these reasons, the in- 
dividual decided to secure new em- 
ployment as a corporate executive, the 
individual's same trade or business. 

The individual incurred expendi- 
tures for the typing and printing of 
a resume and postage for mailing 
copies of the printed resume to pro- 
spective employers. As a result of re- 
sponses, the individual incurred trans- 
portation expenses to attend scheduled 
evening interviews after work with 
prospective employers in the city 
where the individual lived and 
traveling expenses away from home 
to attend scheduled interviews in 
several other cities. 

Rev. Rul. 75-120, 1975-1 C.B. 55, 
states that in David J. Primuth, 54 
T.C. 374 (1970), the United States 
Tax Court concluded that an em- 
ployee is engaged in the trade or 
business of performing services as an 
employee separate and apart from the 
performance of those services for the 
existing employer. Rev. Rul. 75-120 
holds that expenses incurred by ar 
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Section 162 


individual in seeking new employment 
in the same trade or business are 
deductible under section 162 of the 
Code if directly connected with the 
individual’s trade or business as de- 
termined by all the objective facts 
and circumstances. 

Section 62(2) of the Code provides, 
in part, that in connection with the 
performance of services by an em- 
ployee the following types of otherwise 
deductible trade or business expenses 
are allowable as deductions from gross 
income in computing the employee’s 
adjusted gross income: (A) reim- 
bursed expenses, (B) expenses for 
travel away from home, and (C) 
transportation expenses. 

In this case, the individual incurred 
expenses, in connection with the per- 
formance of services as an employee, 
while the individual was seeking new 
employment in the same trade or busi- 
ness of being a corporate executive. 
The expenditures for typing, printing, 
and postage are not of the type speci- 
fied in section 62(2) of the Code. The 
expenditures for transportation and 
travel away from home are the type 
specified in section 62(2). 

Accordingly, in the instant case, the 
transportation expenses and the ex- 
penses for travel away from home are 
allowable as deductions from gross 
income in computing the individual’s 
adjusted gross income. The expenses 
for typing, printing, and postage are 
allowable as deductions from the in- 
dividual’s adjusted gross income in 
computing taxable income only if the 
individual elects to itemize deductions. 


Rev. Rul. 75-120 is clarified. 


26 CFR 1.162-1: Business expenses. 
(Also 1.162-2, 1.162-5, 1.162-6.) 
Business expenses; indefinite 
suspension of trade or business. 
Expenses incurred by an anes- 
thesiologist for the maintenance of 
professional skills and medical 
equipment during a period when 
the anesthesiologist suspended 
practice indefinitely due to in- 
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creased rates for malpractice in- 
surance coverage are not deducti- 
ble as trade or business expenses. 


Rev. Rul. 77-32 


Advice has been requested whether, 
under the circumstances described be- 
low, a taxpayer may deduct certain 
expenditures to maintain professional 
skills and to maintain equipment used 
in a medical practice. 

The taxpayer, who had been en- 
gaged in the practice of anesthesiology 
for several years, suspended practice in- 
definitely because of increases in pre- 
mium rates for malpractice insurance 
coverage. While the practice is sus- 
pended the taxpayer intends to attend 
educational sessions, medical meetings, 
and conventions to maintain profes- 
“ional competence, knowledge, and ex- 
pertise; and to maintain in adequate 
condition the equipment used in the 
medical practice. The taxpayer does not 
expect to have any income from the 
medical practice of anesthesiology dur- 
ing the period the practice is suspended. 

Section 162 of the Internal Revenue 
Code of 1954 provides that a deduction 
shall be allowed for all the ordinary 
and necessary expenses paid or incurred 
during the taxable year in carrying on 
a trade or business. Among the items 
comprising deductible business expenses 
are traveling expenses (including 
amounts expended for meals and lodg- 
ing, provided the amounts are not lav- 
ish and extravagant under the circum- 
stances) while away from home in the 
pursuit of a trade or business. 

Section 1.162-2 of the Income Tax 
Regulations provides, in part, that 
traveling expenses that are reasonable 
and necessary in the conduct of the 
taxpayer’s business and directly attrib- 
utable to it may be deducted. Expenses 
paid or incurred in attending a conven- 
tion or other meeting may be ordinary 
and necessary business expenses under 
section 162 of the Code, depending on 
the facts and circumstances of each 
case. Deductions may be allowed for 
such expenses if there is a sufficient re- 
lationship between the trade or busi- 





ness and the attendance at the conven- 
tion or other meeting that benefits or 
advances the interests of the trade or 
business. 

Section 1.162-5 of the regulations, 
which provides the general rule for the 
deduction of expenditures by an indi- 
vidual for educational expenses, denies 
a deduction for educational expendi- 
tures of a personal nature. 

Section 1.162-6 of the regulations 
provides that a taxpayer engaged in a 
profession may deduct the cost of sup- 
plies used in the practice of that pro- 
fession, expenses paid or accrued in the 
operation and repair of an automobile 
used in making professional calls, dues 
to professional societies and subscrip- 
tions to professional journals, rent paid 
or accrued for office space, cost of fuel, 
light, water, telephone, etc. used in 
such offices, and the hire of office as- 
sistants. Amounts currently paid or ac- 
crued for books, furniture, and profes- 
sional] instruments and equipment, the 
useful life of which is short, also may 
be deducted. 

In McDonald v. Commissioner, 323 
U.S. 57, 60-61 (1944), the Supreme 
Court of the United States said that 
to qualify for the business deduction 
the expense must relate to the existing, 
as opposed to the future, occupation of 
the taxpayer. See also Morton Frank, 
20 T.C. 511 (1953), Henry G. Owen, 
23 T.C. 377 (1954), Canter v. United 
States, 354 F. 2d 352 (Ct. C1. 1965), 
and Munroe v. United States, 62 Civil 
3701 (S.D.N.Y., June 16, 1965). 

In Owen which involved a govern- 
ment attorney who had previously been 
in the private practice of law and con- 
tinued during the indefinite govern- 
ment employment to maintain an office 
available for such private law practice, 
the court said 

We believe that there is a distinction 
which must be drawn between practicing 
law and maintaining an office available for 
the practice of law. * * * Keeping an 
office in readiness for use is not equivalent 
to actually using it for the practice of law. 
* * * In the instant case, [the government 
attorney] in effect incurred expenses in 


preparation for the resumption of his trade 
or business; that is, his return to the 
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[private] practice of law * * * at some 
indefinite future date. * * * 

In the case of Furner v. Commis- 
sioner, 393 F.2d 292 (7th Cir. 
1968) , the court held that the amounts 
spent by a teacher who left a teaching 
position to pursue a full-time graduate 
course for one academic year were de- 
ductible as educational expenses under 
section 1.162-5 of the regulations even 
though the teacher was not on leave 
status. However, Rev. Rul. 68-591, 
1968-2 C.B. 73, states that the Service 
does not agree with any construction of 
the Furner opinion under which an 
expense could be considered incurred 
while carrying on a trade or business 
within the meaning of section 162 of 
the Code (although in fact such trade 
or business is not being carried on) 
merely because the study might be a 
“normal incident” of carrying on a 
trade or business and the taxpayer sub- 
jectively intends to resume that trade 
or business at some indefinite future 


date. 


In this case, the taxpayer has ceased 
to practice as an anesthesiologist. Ex- 
penses to attend educational sessions, 
medical meeting and conventions, and 
to maintain medical equipment are 
to be incurred only in preparation for 
return to medical practice at some in- 
definite future date and are not re- 
lated to an existing business. 

Accordingly, any expenses for the 
activities contemplated in this case that 
the taxpayer incurs during the period 
the medical practice is suspended are 
not deductible for Federal income tax 
purposes. 


26 CFR 1.162-1: Business expenses. 
(Also Sections 61, 170; 1.61-1, 1.170A-1.) 
Race track corporation; distribu- 
tions of charity day profits. A pari- 
mutuel race track corporation that 
agrees to promote, and absorb any 
losses from, extra racing days each 
year for the benefit of local chari- 
ties to obtain and ensure retention 
of its license must include reve- 
nues from the extra days in its 


gross income and may deduct as a 
business expense under section 
162 of the Code the profits turned 
over to the charities. 


Rev. Rul. 77-124 


Advice has been requested whether, 
under the circumstances described be- 
low, amounts paid to charitable insti- 
tutions are deductible under section 
162(a) of the Internal Revenue Code 
of 1954 as ordinary and necessary 
business expenses. 


The taxpayer is a corporation that 
operates parimutuel race tracks. The 
taxpayer has been licensed by an 
agency of State § to operate each 
track for a predetermined number of 
days. In addition, the statutes of State 
S provide that the taxpayer may op- 
erate the race track for additional days 
for charitable purposes if it so elects, 
but require that all profits from these 
charity days be paid to recognized and 
established charitable institutions. The 
regulations of the racing commission 
define the term “profits” as all re- 
ceipts, including those from parking, 
concessions and general admission fees, 
less operating costs. Operating costs 
are the actual expenses of this par- 
ticular day of racing. 


The taxpayer must receive a favor- 
able vote from the citizens in the 
county where each track is located to 
obtain a permit to operate the track. 
In order to facilitate a favorable vote 
the taxpayer committed itself to hold 
a specific number of extra race days 
each year to support local charities. 
The taxpayer has conducted several 
charity days. 


In order to apply for racing days 
the taxpayer must annually certify to 
the State that the citizens of the 
county where the track is located have 
not elected to recall its license. If 
the taxpayer failed to conduct charity 
day programs, the state agency might 
select less favorable racing days or the 
local citizens might recall the tax- 
payer’s license. 


The taxpayer is responsible for ad- 


Section 162 


vertising and publicizing the charity 
days and for absorbing any losses aris- 
ing therefrom. 

Section 61(a) of the Code defines 
gross income as all income from what- 
ever source derived, except income that 
is specifically excluded in subtitle A 
of the Code. 

Section 162(a) of the Code allows 
as a deduction in computing taxable 
income all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade 
or business. 

Section 170(a) of the Code allows 
as a deduction any charitable contri- 
bution paid within the taxable year. 

Section 162(b) of the Code and sec- 
tion 1.162-15(a)(1) of the Income 
Tax Regulations provide, in part, that 
no deduction is allowable under sec- 
tion 162(a) for a contribution or gift 
by an individual or a corporation if 
any part thereof is deductible under 
section 170. 

Rev. Rul. 72-314, 1972-1 C.B. 44, 
provides that whether payments to 
charity are deductible pursuant to sec- 
tion 170 of the Code or pursuant to 
section 162 depends upon whether the 
payments are completely gratuitous or 
whether they bear a direct relationship 
to the taxpayer’s business and are made 
with a reasonable expectation of a 
financial return commensurate with 
the amount of the payment. 

In Rev. Rul. 72-542, 1972-2 C.B. 
37, the taxpayer operated a parimutuel 
race track and was the promoter of 
charity days. Rev. Rul. 72-542 holds 
that charity day proceeds distributed 
to a charitable foundation by the tax- 
payer are includible in the taxpayer’s 
gross income pursuant to section 61 
of the Code. The Revenue Ruling 
further holds that since the taxpayer 
made the transfer of proceeds without 
expectation of an economic return 
commensurate with the amount of the 
transfer, the amount is not deductible 
pursuant to section 162(a). The 
amount, however, is deductible under 
section 170 subject to the conditions 
and limitations contained therein. 








Section 162 


Proceeds from a charity day are not 
includible in the race track corpora- 
tion’s gross income if the charitable 
recipient of the proceeds is the pro- 
moter of the charity day. See Rev. 
Rul. 77-121, page 17, this Bulletin, 

In the instant case the taxpayer is 
the promoter of the charity days since 
it is responsible for advertising and 
publicizing the charity days and must 
absorb any losses arising therefrom. 
Therefore, the revenues generated 
from the charity days are properly 
includible in its gross income under 
section 61 of the Code. 

Whether a particular transfer was 
made with a reasonable expectation of 
an economic return commensurate 
with the amount of the transfer is a 
question of fact. In the instant case 
the taxpayer committed itself to hold 
a specific number of charity days to 
obtain and ensure retention of its 
license. Therefore the payments to the 
benefited charities bear a direct rela- 
tionship to the taxpayer’s business and 
are made with a reasonable expectation 
of a financial return commensurate 
with the amount of the payments. 

Accordingly, it is held that such 
payments are deductible as ordinary 
and necessary business expenses under 


section 162(a) of the Code. 


26 CFR 1.162-1: Business expenses. 
(Also Section 263; 1.263(a)-1.) 
Bankruptcy; trustee’s expendi- 
tures. Costs and expenses incurred 
by a corporation’s trustee in bank- 
ruptcy in connection with the insti- 
tution and administration of reorga- 
nization proceedings under Chapter 
X of the Bankruptcy Act are capital 
expenditures of the corporation 
under section 263 of the Code; 
however, such expenditures in a liq- 
uidation under Chapters | through 
VII of the Act, except for expenses 
connected with sales of assets that 
must be offset against proceeds, 
are deductible by the corporation 
under section 162. In either the re- 
organization or liquidation bank- 
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ruptcy, the expenses of the trustee 
in operating the bankrupt’s busi- 
ness are deductible under section 
162. |.T. 2004 superseded. 


Rev. Rul. 77-204’ 


The purpose of this Revenue Ruling 
is to update and restate, under the 
current statute and regulations, the 
position set forth in I.T. 2004, III-1 
C.B. 292 (1924). 

The question presented is whether 
the expenses incurred under the cir- 
cumstances described below are de- 
ductible under section 162 of the In- 
ternal Revenue Code of 1954 as 
ordinary and necessary expenses in 
carrying on a trade or business. 


Situation 1. 


M corporation reported its income 
under the accrual method of account- 
ing and on a calendar year basis. Dur- 
ing 1973, M filed a petition for a re- 
organization under section 126 of 
Chapter X of the Bankruptcy Act, 11 
U.S.C. Sections 501-676 (1970). A 
was appointed as the trustee of M. 
Pursuant to the court’s authorization, 
A continued the operation of M’s busi- 
ness and incurred business expenses 
during the remainder of 1973. Various 
other costs and expenses were incurred 
by A during 1973 in connection with 
the institution and administration of 


the Chapter X proceeding. 


Situation 2. 


During 1973 X corporation filed a 
petition in bankruptcy pursuant to the 
provisions of Chapters 1 through VII 
of the Bankruptcy Act, which pertain 
to certain liquidating bankruptcy pro- 
ceedings. B was appointed as the 
trustee of X. During the remainder of 
1973 B incurred various administra- 
tion expenses in connection with the 
liquidating bankruptcy proceeding. 

Section 1.641(b)-2(b) of the In- 
come Tax Regulations provides, in 
part, that a corporation in bankruptcy 
is not a taxable entity separate from 


1 Prepared pursuant to Rev. Proc. 67-6, 1967-1 C.B. 
576. 


the person for whom the fiduciary is 
acting. 

Section 6012(b)(3) of the Code 
provides, in part, that where a trustee 
in bankruptcy, by operation of law or 
otherwise, has possession of or holds 
title to all or substantially all the prop- 
erty or business of a corporation, 





whether or not such property or busi- © 


ness is being operated, such trustee 
shall make the return of income for 
such corporation in the same manner 
and form as corporations are required 
to make such returns. 


The trustee in a Chapter X pro- 
ceeding acquires title to the debtor's 
assets under section 186 of the Bank- 
ruptcy Act, 11 U.S.C. Section 586 
(1970). The trustee in a liquidating 
bankruptcy proceeding acquires title 
to the bankrupt’s property under sec- 
tion 70a of the Bankruptcy Act. 

Rev. Rul. 69-600, 1969-2 C.B. 241, 
holds that the income tax return filed 
by a receiver appointed during a tax- 
able year should include the income, 
deductions, etc., for the entire year. 

Since the intervention of a proceed- 
ing under the Bankruptcy Act into the 
affairs of a corporation does not create 
a new taxable entity, it follows that 
the tax treatment of income received 


and expenditures made by a trustee for | 


a corporate debtor or bankrupt is the 
same as if the corporation itself had 
received the income or made the ex- 
penditures outside of bankruptcy. 
Therefore, the deductibility of the ad- 
ministrative expenses incurred by a 
trustee for a corporation that has pe- 
titioned for a reorganization under 


Chapter X of the Bankruptcy Act de- | 


pends upon the extent to which cor- 
porations in general are allowed to 
deduct expenses connected with a re- 
organization. Similarly, the deducti- 
bility of liquidation expenses incurred 
by a trustee for a corporate bankrupt 
depends upon the extent to which 
corporations outside of bankruptcy 
may deduct costs of liquidation. 
Section 162 of the Code provides 
that there shall be allowed as a de- 
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duction all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade 
or business. Section 263 provides gen- 
erally that no deduction shall be al- 
lowed for capital expenditures. 

In regard to Situation 1, expenses 
connected with a reorganization gen- 
erally are not deductible under section 
162 of the Code because they are capi- 
tal expenditures that will benefit the 
corporation in future years. See Rev. 
Rul. 73-580, 1973-2 C.B. 86. Cases 
specifically considering the deductibil- 
ity of expenses incurred in connection 
with bankruptcy reorganizations have 
held that such items are nondeductible 
capital expenditures. Chicago, Mil- 
waukee, St. Paul & Pacific R.R. Co. 
v. United States, 404 F.2d 960. (Ct. 
Cl. 1968); Denver & Rio Grande 
Western Railroad Co., 38 T.C. 557 
(1962) and Bush Terminal Buildings 
Co., 7 T.C. 793 (1946). 

Accordingly, in Situation 1 the or- 
dinary and necessary business expenses 
incurred by A in the operation of M’s 
business are deductible under section 
162 of the Code in the same manner 
and to the same extent they would 
have been if the Chapter X proceed- 
ing had not been instituted. However, 
the costs and expenses incurred with 
respect to the institution and adminis- 
tration of the Chapter X proceeding 
are not deductible since they are capi- 
tal expenditures that will benefit the 
corporation in future years. 

In regard to Situation 2, the settled 
rule is that a corporation may deduct 
under section 162 of the Code the 
costs connected with its liquidation 
except costs connected with the sale of 
assets, which must be charged against 
the proceeds of the sale. Of Course, 
Inc. v. Commissioner, 499 F.2d 754 
(4th Cir. 1974), rev’g 59 T.C. 146 
(1972); Connery v. United States, 
460 F.2d 1130 (3rd Cir. 1972); 
United States v. Morton, 387 F.2d 
441 (8th Cir. 1968). 

Accordingly, in Situation 2 the ex- 
penses incurred with respect to the 
institution and administration of the 


liquidating corporate bankruptcy pro- 
ceeding are deductible under section 
162 of the Code in the same manner 
and to the same extent liquidating 
expenses are deductible in nonbank- 
ruptcy liquidations. As indicated, liq- 
uidating expenses generally are de- 
ductible under secton 162 as ordinary 
and necessary business expenses. How- 
ever, expenses incurred in connection 
with the sale of assets are not deduct- 
ible under section 162. The expenses 
of a sale must be offset against the 
proceeds of the sale in determining 
gain or loss on the transaction. 

In regard to the deductibility of 
expenses incurred in connection with 
the administration of the estate of a 
bankrupt individual or partnership, 
see Rev. Rul. 68-48, 1968-1 C.B. 301, 
and section 212 of the Code. 

I.T. 2004 is superseded since the 
position stated therein is restated 
under current law in this Revenue 
Ruling. 


26 CFR 1.162-1: Business expenses. 
Rev. Rul. 77-147 


The taxpayers, husband and wife, 
operated a jointly owned automobile. 
Each taxpayer drives the automobile 
part of the time in conducting indi- 
vidual business. Their combined travel 
mileage for business purposes was, 
thus, more than 15,000 miles for 1976. 

Held, in computing the allowable 
deduction for the cost of operating 
the automobile for business purposes 
under the optional method provided 
in Rev. Proc. 74-23, 1974-2 C.B. 476, 
the taxpayers may use the standard 
mileage rate of fifteen cents per mile 
only for the first 15,000 miles. They 
must use the standard mileage rate of 
ten cents per mile for all mileage in 
excess of 15,000 miles per year whether 
they file a joint Federal income tax 
return or separate Federal income 
tax returns for 1976. 


26 CFR 1.162-1: Business expenses. 
Whether funds advanced by the United 
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States to certain pharmaceutical manufac- 
turers and set aside in a special self-insur- 
ance account are includible in the gross 
income of the recipients. See Rev. Rul. 
77-120, page 16. 


26 CFR 1.162-1: Business expenses. 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
United States are deductible. See Rev. 
Rul. 77-126, page 47. 


26 CFR 1.162-2: Traveling expenses. 


Whether traveling expenses incurred by 
an individual in attending educational 
sessions, medical meetings, and conven- 
tions are business expenses. See Rev. Rul. 
77-32, page 38. 


26 CFR 1.162-5: Expenses for education. 


Whether expenditures made by an indi- 
vidual who attends medical meetings, con- 
ventions, etc., are deductible as ordinary 
and necessary business expenses. See Rev. 
Rul. 77-32, page 38. 


26 CFR 1.162-6: Professional expenses. 


Whether expenses (including deprecia- 
tion) of maintaining equipment of the 
types used in a medical practice, while the 
medical practice is suspended, are ordinary 
and necessary expenses. See Rev. Rul. 77- 
32, page 38. 


ft CFR 1.162-10: Certain employee bene- 
ts. 
(Also Section 61; 1.61-1.) 


“Retired lives reserve”; transfer 
to another insurance company. A 
corporation that transfers a “retired 
lives reserve” from the insurance 
company maintaining its group in- 
surance program to another insur- 
ance company in accordance with 
an insurance contract, which pro- 
vides an option to make such trans- 
fer or to have the reserve returned 
to it, must include in its gross in- 
come the portion of the reserve ac- 
cumulated out of premiums paid or 
incurred in taxable years ended on 
or before June 17, 1969, for which 
it received deductions, plus the in- 
terest attributable to those years. 
The portion of the reserve accumu- 
lated in taxable years after that 
date, for which premiums were not 
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deducted, is not includible except 
for the interest. Rev. Rul. 73-599 
modified. 


Rev. Rul. 77-92 


Advice has been requested, under 
the circumstances described below, as 
to the Federal income tax conse- 
quences of the transfer from one in- 
surance company to a second insur- 
ance company of the “retired lives 
reserve” under the taxpayer’s group 
term insurance program. 


The taxpayer, an industrial corpo- 
ration, files its Federal income tax 
returns on a calendar year basis using 
an accrual method of accounting. It 
has a program under which group 
term life insurance benefits are pro- 
vided to certain of its active and re- 
tired employees. These group term 
benefits are provided for by a group 
term insurance contract issued to the 
taxpayer by an insurance company. 
The premiums required to be paid 
under the group term insurance con- 
tract are paid by the taxpayer to the 
insurance company. The amount of 
premiums left over after payment of 
claims and expenses is placed in a 
“retired lives reserve” established and 
maintained by the insurance company 
for the purpose of accumulating a 
fund that would be used to pay all or 
a portion of the cost of continuing 
coverage for the retired employees. 


Under the provisions of the con- 
tract, the taxpayer has the option to 
discontinue insurance coverage on its 
retired employees. If the taxpayer ex- 
ercises the option the amount in the 
retired lives reserve can either be used 
to pay the premiums for insurance for 
the retired employees until it is used 
up or returned to the taxpayer. In 
addition, the taxpayer can exercise an 
additional option, upon written notice 
to the insurance company. Specifically 
upon discontinuance of the payment 
of premiums for the retired employees, 
the taxpayer may designate in writing 
that payment in cash of any balance 
remaining in the retired lives reserve 
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be made to another insurance com- 
pany. 

On January 2, 1975, the taxpayer 
exercised the option to have the in- 
surance coverage on its retired em- 
ployees carried by another insurance 
company and directed that the 
amount accumulated in the retired 
lives reserve attributable to its contract 
be transferred on that date to the in- 
surance company designated by the 
taxpayer. The second insurance com- 
pany would henceforth carry only 
the life insurance coverage for re- 
tired employees who are covered 
under the program so long as any 
retired employee covered by the re- 
vised program remains alive. Under 
the provisions of the new group term 
contract with the second insurance 
company, the taxpayer no longer has 
the right to recover any premiums 
paid. 

Section 1.162-10 of the Income Tax 
Regulations provides, in part, that 
amounts paid or accrued within the 
taxable year for a sickness, accident, 
hospitalization, medical expense, or 
similar benefit plan, are deductible 
under section 162(a) of the Internal 
Revenue Code of 1954 if they are 
ordinary and necessary expenses of the 
trade or business. 

Section 111 of the Code and regula- 
tions thereunder provide in effect that 
gross income does not include the re- 
covery of items, including expenses 
previously deducted or credited for 
Federal income tax purposes to the 


extent that no reduction in tax re- 


sulted. 


Rev. Rul. 69-382, 1969-2 C.B. 28, 
holds, in part, that where a portion of 
premiums paid or incurred by an em- 
ployer policyholder under contracts 
providing group term life and health 
and accident coverage for its active 
and retired employees for taxable 
years ending after June 17, 1969, is 
placed in a retired lives reserve, such 
portion is not deductible if the policy- 
holder retains the right to recapture 
any portion of the reserve while any 





active or retired employee remains 
alive. 

Rev. Rul. 73-599 holds that the ac- 
cumulated balance in the retired lives 
reserve, made up in part by premiums 
paid and deducted by the taxpayer for 
Federal income tax purposes and in 
part by interest increments added by 
the insurance company but not taken 
into income by the taxpayer is includi- 
ble in the gross income of the taxpayer 
under section 61 of the Code for the 
taxable year in which its right to re- 
ceive such balance becomes fixed not- 
withstanding that, at its request, the 
insurance company transferred such 
balance to a section 501(c) (9) trust. 
Rev. Rul. 73-599 also holds that the 
annual contributions by the taxpayer 
to the fund maintained by the trustee 
for retired lives are business expenses 
deductible under section 162 in the 
taxable year paid or incurred but only 
to the extent that such contributions 
are actuarially determined and made 
on a level basis. 

The facts presented herein are in 
substance the same as those contained 
in Rev. Rul. 73-599, 1973-2 C.B. 40, 
except that the right reserved by the 
taxpayer in the instant case to transfer 
funds remaining in the retired lives 
reserve under the revised program 
consists of the right to direct payment 
of such funds to another insurance 
company rather than to a trust that 
qualifies for exemption under section 
501(c) (9) of the Code. However, this 
difference is not considered material 
since the right to control over the re- 
tired lives reserve is substantially the 
same, and therefore the same Federal 
income tax rules apply. 

Accordingly, when the taxpayer di- 
rects the retired lives reserve to be 
transferred to the second insurance 
company, that portion of the reserve 
accumulated out of premiums paid or 
incurred in taxable years ending on or 
before June 17, 1969 (in the instant 
case December 31, 1968), for which 
the taxpayer received deductions for 
premiums paid or incurred, plus the 
interest increments attributable to 
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those years, is includible in the gross 
income of the taxpayer under section 
61 of the Code in the taxable year in 
which the taxpayer directs the transfer 
to be made, since that is the year in 
which the taxpayer’s right to receive 
such income becomes fixed. To the 
extent that the tax benefit rule under 
section 111 is applicable, it applies 
only to that part of the transferred re- 
serve accumulated out of premiums 
paid, and not to that part attributable 
to interest increments. That portion 
of the transferred reserve accumulated 
out of premiums paid or incurred in 
taxable years ending after June 17, 
1969 (in the instant case December 
31, 1969) is not includible in the tax- 
payer's income. Such premiums were 
not deducted by the taxpayer in de- 
termining its tax liability because the 
taxpayer retained the right of recap- 
ture. The interest added to this por- 
tion of the reserve is, however, in- 
cluded in the taxpayer’s gross income 
under section 61 of the Code in the 
taxable year in which the taxpayer di- 
rects the transfer to be made. 

It is further held that the nonre- 
fundable annual premium paid by the 
taxpayer to the second insurance com- 
pany is a business expense deductible 
under section 162 of the Code in the 
taxable year paid or incurred only to 
the extent that such payment is actu- 
arially determined. Therefore, out of 
the entire amount transferred from the 
prior insurance company to the second 
insurance company, which amount is 
held for retired lives, the taxpayer may 
have that portion that is actuarially 
determined and made on a level basis 
represent its otherwise annual pay- 
ment to the second insurance company 
and only to that extent will it be de- 
ductible under section 162 in the year 
of transfer. The excess, if any, of the 
amount transferred to the second in- 
surance company for the year of trans- 
fer will be a prepayment of future 
annual payments to such insurance 
company. The prepayment may repre- 
sent the taxpayer’s future annual pay- 
ments to the insurance company and 


in future taxable years, if determined 
on an actuarial: basis, will be deducti- 
ble under section 162. 

Consistent with the above, Rev. 
Rul. 73-599 is modified to similarly 
distinguish between that portion of 
the retired lives reserve accumulated 
in taxable years ending on or before 
June 17, 1969, and that portion accu- 
mulated in taxable years ending after 
June 17, 1969. 


26 CFR 1.162-12: Expenses of farmers. 


Whether taxpayers operating farms, 
nurseries, and florist shops may use the 
crop method of accounting. See Rev. Rul. 
77-64, page 136. 





Section 163.—1Interest 


26 ies 1.163-1: Interest deduction in gen- 
eral. 

(Also Sections 316, 861, 862, 1441, 1442, 
1504, 4911, 4912, 4915, 4918, 7805; 1.316- 


1, 1.861-1, 1.861-2, 1.862-1, 1.1441-1, 
1.1442-1,  1.1504-1,  147.2-1,  147.5-1, 
301.7805-1.) 

International finance subsidi- 


aries; debt to equity ratio. The rev- 
ocation of Rev. Ruls. 69-377, 69- 
501, 70-645, 72-337, 72-416, and 
73-110 will not affect debt obliga- 
tions or preferred stock issued prior 
to August 27, 1974, under financ- 
ing arrangements that met the re- 
quirements of such revoked reve- 
nue rulings; Rev. Ruls. 74-464 and 
74-620 modified. 


Rev. Rul. 77-178 


The purpose of this Revenue Rul- 
ing is to modify Rev. Rul. 74-464, 
1974-2 C.B. 47, and Rev. Rul. 74-620, 
1974-2 C.B. 380. Rev. Rul. 74-464 
revokes Rev. Rul. 69-377, 1969-2 C.B. 
231; Rev. Rul. 69-501, 1969-2 C.B. 
233, Rev. Rul. 70-645, 1970-2 C.B. 
273, and Rev. Rul. 73-110, 1973-1 
C.B. 454. 

The final paragraph of Rev. Rul. 
74-464 provides that, pursuant to the 
authority contained in section 7805 
(b) of the Internal Revenue Code of 
1954, such revocation will not affect 
interest paid on debt obligations issued 
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prior to the expiration of the interest 
equalization tax (IET) on June 30, 
i974, under financing arrangements 
that met the requirements set forth 
in the revoked Revenue Rulings. 

Rev. Rul. 74-620 amplifies Rev. 
Rul. 74-464 by revoking Rev. Rul. 
72-337, 1972-2 C.B. 589, and Rev. 
Rul. 72-416, 1972-2 C.B. 591. 


The final paragraph of Rev. Rul. 
74-620 provides that pursuant to the 
authority contained in section 7805 
(b) of the Code, such revocation will 
not affect debt obligations or pre- 
fered stock issued prior to the expira- 
tion of the IET on June 30, 1974, 
under financing arrangements that 
met the requirements set forth in the 
Revenue Rulings revoked by Rev. Rul. 
74-464 and Rev. Rul. 74-620. 


Held, because Rev. Rul. 74-464 was 
not released until August 27, 1974, in 
Technical Information Release 1306, 
pursuant to section 7805(b) of the 
Code, the date August 27, 1974 is 
substituted for the phrase “the ex- 
piration of the IET on June 30, 1974” 
in the last paragraph of both Rev. 
Rul. 74-464 and Rev. Rul. 74-620. 

Accordingly, the revocation of Rev. 
Rul. 69-377, Rev. Rul. 69-501, Rev. 
Rul. 70-645, Rev. Rul. 72-337, Rev. 
Rul. 72-416 and Rev. Rul. 73-110 
will not affect debt obligations or pre- 
ferred stock issued prior to August 27, 
1974, under financing arrangements 
that met the requirements of such re- 
voked Revenue Rulings. 


Rev. Rul. 74-464 and Rev. Rul. 
74-620 are modified. 


26 CFR 1.163-1: Interest deduction in 
general. 


Allowance of deduction for interest in 
respect of film rights to a completed mo- 
tion picture acquired by a limited partner- 
ship for cash plus a nonrecourse note. See 
Rev. Rul. 77-110, page 58. 


26 CFR 1.163-1: Interest deduction in 


general. 


The proper method of accounting, within 
the meaning of section 446 of the Code for - 
reporting interest income by the mortgagee 
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and interest deduction by the mortgagor 
on mortgages issued under a Graduated 
Payment Mortgage Plan implemented by 
the Department of Housing and Urban 
Development. See Rev. Rul. 77-135, page 
m3. 





Section 164.—Taxes 
26 CFR 1.164-4: Taxes for local benefits. 


Fees for sanitation service as- 
sessed with real property tax. An- 
nual fees earmarked for sanitation 
services, imposed on all residential 
and commercial property in a coun- 
ty, based on the assessed value of 
the property, subject to a maximum 
limit with additional fees for com- 
mercial and special services, are 
not deductible as real property 
taxes. 


Rev. Rul. 77-29 


Advice has been requested whether 
certain fees imposed by a county on 
real property are deductible as real 
property taxes under section 164 of the 
Internal Revenue Code of 1954. 

The county imposes an annual fee 
upon all residential and commercial 
real property situated in the county 
for the collection and disposal of 
refuse. The assessed value of the prop- 
erty determines the amount of the fee 
that is imposed on such property. All 
property assessed at more than $20,000 
is subject to the maximum fee. Addi- 
tional fees, at an hourly rate, are im- 
posed by the county on single-unit 
residential property for special collec- 
tions at the residence and for optional 
back-door collections. The county also 
imposes additional fees on commercial 
property and multiple-unit residential 
property serviced by the county. The 
amount of these fees is based on the 
amount of refuse collected and the 
type of container used for the refuse. 

Under the state law, the fees are 
deemed assessments against the prop- 
erty served and, as such, are enforce- 
able in the same manner and to the 
same extent as county ad valorem 
taxes and are collected by the county 
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tax commissioner in the same manner 
as county ad valorem taxes. However, 
the fees are specifically earmarked for 
sanitation services and ordinarily fully 
fund the county sanitation department. 


Section 164(a)(1) of the Code 
allows as a deduction state and local, 
and foreign, real property taxes paid 
or accrued within the taxable year. 

Section 1.164-3(b) of the Income 
Tax Regulations defines the term 
“real property taxes” as taxes imposed 
on interests in real property and levied 
for the general welfare, but it does not 
include taxes assessed against local 
benefits. 


Section 1.164-4(a) of the regula- 
tions provides, in part, that deductible 
real property taxes are those levied for 
the general public welfare by the 
proper taxing authorities at a like rate 
against all property in the territory 
over which such authorities have 
jurisdiction. 

A tax is an enforced contribution, 
exacted pursuant to legislative author- 
ity in the exercise of the taxing power, 
and imposed and collected for the pur- 
pose of raising revenue to be used for 
public or governmental purposes. 
Taxes are not payments for some spe- 
cial privilege granted or service 
rendered and are, therefore, distin- 
guishable from various other charges 
imposed for particular purposes under 
particular powers or functions of gov- 
ernment. Ordinarily, when amounts 
are paid into a specific fund or ear- 
marked for a specific purpose, they 
are treated as imposed as a regulatory 
measure or as a charge for a privilege 
or service rendered. See Rev. Rul. 
61-152, 1961-2 C.B. 42, and Rev. Rul. 
71-49, 1971-1 C.B. 103. 


In this case, the fees are for sanita- 
tion services rendered by the county, 
are specifically earmarked for the sani- 
tation department, and are not levied 
at a like rate against all property in 
the county. 


Accordingly, the sanitation fees im- 
posed by the county are not deductible 





as real property taxes under section 
164 of the Code. 





Section 165.—Losses 
26 CFR 1.165-1: Losses. 


Losses; stock; worthless or theft. 
Stockholders who purchased pub- 
licly traded corporate stock, trad- 
ing in which was later suspended 
due to irregular activities found to 
constitute a security fraud, and 
who were to receive stock in a new 
corporation pursuant to a reorgani- 
zation in bankruptcy, were not en- 
titled to a theft loss or a worthless 
stock deduction. 


Rev. Rul. 77-17 


Advice has been requested whether, 
under the circumstances described be- 
low, the taxpayer is entitled to a theft 
loss or worthless stock deduction under 
section 165 of the Internal Revenue 
Code of 1954. 

The taxpayer, an individual who is 
a resident of State M, purchased 
shares of X Corporation stock in 1974, 
through a public stock exchange. In 
1975, information about irregular ac- 
tivities led to suspension of trading in 
X’s stock on all public markets and 
trading has not been resumed. 

Later, in 1975, X filed a petition 
for protection in bankruptcy with the 
United States District Court. The peti- 
tion was approved and the court ap- 
pointed a trustee for X. Pursuant to 
section 167(1) of the Bankruptcy Act, 
11 U.S.C. section 567(1) (1970), the 
trustee investigated the property, 
liabilities and financial condition of X 
to determine the desirability of con- 
tinuing the operation of X’s business. 
The trustee concluded that X should 
be reorganized and should continue 
doing business as a new entity. A re- 
organization plan approved by the 
court provided that certain of X’s 
assets, including two financially solvent 
subsidiary companies unaffected by 
the fraud, would be transferred to a 
new corporation. As a group, stock- 
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holders of X who acquired their stock 
through purchases on public stock 
markets would be allocated 1,000x 
shares of the new corporation’s com- 
mon stock. The reorganization plan 
will not be put into effect unless and 
until it is approved by X’s creditors 
and stockholders. 

Under section 167 of the Bank- 
ruptcy Act, 11 U.S.C. section 567 (3) 
(1970), the trustee was also required 
to report to the court any facts dis- 
covered pertaining to fraud, miscon- 
duct, mismanagement and irregular- 
ities in the operation of X. In the re- 
port to the court, the trustee em- 
phasized that there was essentially a 
“securities” fraud, rather than a theft 
or embezzlement of the corporation’s 
assets. The perpetrators’ goal was to 
inflate and keep aloft the market price 
of X’s stock. This goal was achieved 
by reporting nonexistent income and 
assets on the corporate books and fail- 
ing to record liabilities. The public 
was thereby induced to purchase stock 
in what was thought to be a large, fast- 
growing and solvent enterprise. The 
perpetrators, who owned large 
amounts of X stock from X’s incep- 
tion and who received further amounts 
of stock through bonuses and _ profit- 
sharing plans, were enriched when 
their stock was sold. 

Section 165(a) of the Code pro- 
vides the general rule that there is 
allowed as a deduction any loss sus- 
tained during the taxable year and 
not compensated for by insurance or 
otherwise. 

Section 165(c) of the Code pro- 
vides that in the case of an individual, 
the deduction under subsection (a) 
is limited to losses incurred in a trade 
or business; losses incurred in any 
transaction entered into for profit, 
though not connected with a trade or 
business; and losses of property not 
connected with a trade or business if 
such losses arise from fire, storm, ship- 
wreck, or other casualty, or from 
theft. 

A taxpayer who claims a theft loss 
deduction must first establish that the 


loss has actually been sustained as a 
result of a theft. The applicable defini- 
tion of a theft for Federal income tax 
purposes is found in Edwards uv. 
Bromberg, 232 F. 2d 107 (5th Cir. 
1956), where the court defined theft 
as a word of general and broad con- 
notation, intended to cover and cover- 
ing any criminal appropriation of 
another’s property to the use of the 
taker, particularly including theft by 
swindling, false pretenses, and any 
other form of guile. The court also 
stated that whether a loss from theft 
occurred depends upon the law of the 
jurisdiction where it was sustained, 
and the exact nature of the crime, 
whether larceny or embezzlement, or 
obtaining money under false pretenses, 
swindling or other wrongful depriva- 
tions of the property of another, is of 
little importance so long as it amounts 
to theft. 

Under the law of State M, every 
person who shall knowingly and de- 
signedly, by any false or fraudulent 
representation or pretense, defraud 
any other person of money, labor, or 
real or personal property is guilty of 
theft. 

The elements necessary to establish 
the crime of theft by false pretenses in 
State M are: (1) the perpetrator of 
the crime had the specific intent to 
fraudulently deprive an owner of the 
owner’s property; (2) the perpetrator 
actually obtained possession and title 
to the property of the victim; (3) the 
property was obtained through the use 
of false pretenses; and (4) the owner 
of the property relied upon fraudulent 
representations in parting with the 
owner’s property. 

The first element enumerated above, 
specific intent to defraud, was con- 
sidered in Lester I. Paine, 63 T.C. 736 
(1975), aff'd, No. 75-2603 (5th Cir., 
November 3, 1975). In that case, a 
taxpayer who had purchased shares 
of stock in a corporation through a 
public stock exchange claimed that he 
was induced to do so by fraudulent 
financial statements issued by corpo- 
rate officials. The objective of the 
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fraudulent activities by the corporate 
officials was to artificially inflate the 
stock’s market price. The United 
States Tax Court denied a deduction 
under section 165 of the Code stating 
that under Texas law there was no 
evidence that the misrepresentations 
in question were made by the corpo- 
rate officers with the specific intent 
of obtaining any property or valuable 
right from the taxpayer and with the 
specific intent of criminally appropriat- 
ing the taxpayer’s property or right or 
destroying the taxpayer’s right to en- 
joyment. (Texas law is in substance 
the same as the law of State M). The 
Court noted that the taxpayer had not 
purchased the stock from the persons 
who made the misrepresentations, but 
on the open market. There was no 
evidence that the previous owners of 
the stock participated in or were even 
aware of the misrepresentations of the 
corporate officers. From all that ap- 
peared in the record, they simply en- 
gaged in a standard market transac- 
tion, completely devoid of any activity 
amounting to a criminal appropriation 
of the taxpayer’s property. 

In the instant case, the loss in value 
of the taxpayer’s stock does not come 
within the definition of theft, for 
Federal income tax purposes, because 
the perpetrators of the fraud at X 
did not have the requisite specific in- 
tent to defraud the taxpayer and did 
not obtain possession and title to the 
taxpayer’s property. 

The second question presented is 
whether a deduction is allowed be- 
cause the taxpayer’s stock became 
worthless at the time of, or since, the 
suspension of trading of X stock in 
1975. 

Section 165(g)(1) of the Code 
provides the general rule that if any 
security that is a capital asset becomes 
worthless during the taxable year, 
the loss resulting therefrom shall be 
treated as a loss from the sale or 
exchange, on the last day of the tax- 
able year, of a capital asset. 

Section 165(g)(2) of the Code 
provides, in part, that the definition 
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of the term “security” includes a share 
of stock in a corporation. 

Section 1.165-1(b) of the Income 
Tax Regulations states that, to be 
allowable as a deduction under sec- 
tion 165(a) of the Code, a loss must 
be evidenced by closed and completed 
transactions, fixed by identifiable 
events and, with certain exceptions, 
actually sustained during the taxable 
year. 

Section 1.165-4(a) of the regula- 
tions states, in part, that no loss for 
a decline in value of stock owned by 
a taxpayer shall be allowed as a de- 
duction except insofar as the loss is 
recognized upon a sale or exchange 
of the stock or with respect to stock 
which has become worthless during 
the taxable year. 

In determining whether stock has 
become worthless, any potential future 
value as well as any present value 
must be considered. In Sterling Mor- 
ton, 38 B.T.A. 1270, 1278 (1938) 
aff'd, 112 F. 2d 320 (7th Cir. 1940), 
the court stated: 


The ultimate value of stock, and con- 
versely its worthlessness, will depend not 
only on its current liquidating value, but 
also on what value it may acquire in the 
future through the foreseeable operations 
of the corporation. Both factors of value 
must be wiped out before we can definitely 
fix the loss. 

Accord Miami Beach Shore Co. v. 
Commissioner, 136 F. 2d 408 (5th 
Cir. 1943). 

The potential value of X’s stock 
since the discovery of the fraud is 
evidenced by two factors. First, X’s 
assets include two subsidiary com- 
panies in sound financial condition. 
Second, a reasonable prospect has 
existed that X would be reorganized 
and that its stockholders would be 
allocated stock in any reorganized 
entity. Stock in a corporation under- 
going reorganization to provide for a 
new company with a sound financial 
basis cannot be assumed to be worth- 
less where the stockholders are likely 
to be participants in the new entity. 
Edward C. Lawson, 42 B.T.A. 1103 
(1940), acq., 1940-1 C.B. 7. 
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Accordingly, in the instant case, 
the taxpayer is not allowed a theft 
loss deduction pursuant to section 165 
(c) of tre Code and is not allowed a 
worthless stock deduction pursuant to 
section 165(g). 


26 CFR 1.165-1: Losses. 


Losses; stock; theft. Sharehold- 
ers who voted to merge their cor- 
poration into another corporation 
on the basis of the latter’s false fi- 
nancial statements, which the 
corporation specifically warranted 
all material facts to be true and 
fully disclosed, experienced a theft 
loss under State law in the year of 
discovery from the exchange of 
stock. A deduction is allowable in 
the year of discovery unless a rea- 
sonable prospect of recovery exists. 


Rev. Rul. 77-18 


Advice has been requested whether, 
under circumstances described below, 
the taxpayer is entitled to a theft loss 
deduction under section 165 of the 
Internal Revenue Code of 1954. 


The taxpayer, an individual who is 
a resident of State N, purchased 100x 
shares of stock of the G corporation 
in 1967. In 1973, G’s board of direc- 
tors approved an agreement and plan 
for the merger of G into the X cor- 
poration. Pursuant to the agreement, 
X provided G with detailed informa- 
tion about its financial condition that 
was included in the proxy statements 
sent to G’s stockholders for voting 
upon the merger plan. A specific war- 
ranty by X to G with respect to that 
financial information was set forth in 
the agreement, stating that the in- 
formation did not contain any untrue 
statement of material fact nor did it 
omit any material facts. 


Final approval of the agreement re- 
quired the votes of stockholders own- 
ing at least two-thirds of the stock of 
each corporation. The agreement was 
approved and the merger consum- 
mated in 1973. The transaction was 





a reorganization within the meaning 
of section 368(a) (1) (A) of the Code. 
The taxpayer received shares of X’s 
stock in exchange for the taxpayer’s 


G stock. 


In 1975, information about irregu- 
lar activities led the authorities to 
suspend trading in X’s stock on all 
public markets and trading has not 
been resumed. 


Later, in 1975, X filed a petition for 
protection in bankruptcy with the 
United States District Court. The peti- 
tion was approved and the court ap- 
pointed a trustee for X. Pursuant to 
section 167(1) of the Bankruptcy Act, 
11 U.S.C. section 567(1) (1970), the 
trustee investigated the property, lia- 
bilities and financial condition of X 
to determine the desirability of con- 
tinuing the operation of X’s business. 
The trustee concluded that X should 
be reorganized and should continue 
doing business as a new entity. 


The reorganization plan provided 
that certain of X’s assets, including 
G’s former assets, would be trans- 
ferred to a newly created corporation. 
Under the plan, those stockholders 
who acquired their X stock in ex- 
change for G stock at the time of the 
merger would be entitled to receive 
one share of the new corporation’s 
stock for each share of their X stock. 
However, the reorganization plan can- 
not be implemented unless it is ap- 
proved by X’s creditors. 

Under section 167 of the Bank- 
ruptcy Act, 11 U.S.C. section 567 (3) 
(1970), the trustee was required to 
report to the court any facts the 
trustee discovered pertaining to fraud, 
misconduct, mismanagement and _ir- 
regularities in the operation of X. In 
the report to the court, the trustee em- 
phasized that there was essentially a 
“securities” fraud, rather than a theft 
or embezzlement of the corporation’s 
assets. The primary goal of the fraud 
participants was to inflate and keep 
aloft the market price of X’s stock. 
This goal was achieved by reporting 
nonexistent income and assets on the 
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corporate books and failing to record 
liabilities. 

The trustee estimated that the ficti- 
tious income reported by X for 1972, 
which was included in the proxy state- 
ments sent to G’s stockholders, was 
greater than the net earnings reported 
by X for that year. Therefore, X had 
sustained a substantial loss in 1972 
while reporting large net earnings. 
This was also the situation for many 
years preceding 1972. 

During 1975, a number of lawsuits 
were initiated on behalf of all former 
stockholders of G as a class that seek 
to rescind the 1973 merger agreement 
because of the fraudulent induce- 
ments involved. Because it is not feasi- 
ble to reorganize X if the new entity 
does not own G, the reorganization 
plan has been made contingent upon 
all the suits for rescission being either 
dismissed with prejudice or enjoined. 
The reorganization plan states that, 
if all such suits are dismissed or en- 
joined, the shares of stock of the new 
corporation received by the former 
stockholders of G will be the con- 
sideration for settlement and dismis- 
sal of the actions or be deemed the 
allowance for the claims enjoined. 

Section 165(a) of the Code pro- 
vides the general rule that there is 
allowed as a deduction any loss sus- 
tained during the taxable year and 
not compensated for by insurance or 
otherwise. 

Section 165(c) of the Code pro- 
vides that in the case of an individual, 
the deduction under subsection (a) is 
limited to losses incurred in a trade 
or business; losses incurred in any 
transaction entered into for profit, 
though not connected with a trade or 
business; and losses of property not 
connected with a trade or business 
if such losses arise from fire, storm, 
shipwreck, or other casualty, or from 
theft. 

A taxpayer who claims a theft loss 
deduction must first establish that the 
loss has actually been sustained as a 
result of theft. The applicable defini- 
tion of theft for Federal income tax 


purposes is found in Edwards v. Brom- 
berg, 232 F. 2d 107 (5th Cir. 1956), 
where the court defined theft as a 
word of general and broad connota- 
tion, intended to cover and cover- 
ing any criminal appropriation of 
another’s property to the use of the 
taker, particularly including theft by 
swindling, false pretenses and any 
other form of guile. The court also 
stated that whether a loss from theft 
occurred depends upon the law of the 
jurisdiction where it was sustained, 
and the exact nature of the crime, 
whether larceny or embezzlement, or 
obtaining money under false pretenses, 
swindling or other wrongful depriva- 
tions of the property of another, is of 
little importance so long as it amounts 
to theft. 

Under the laws of State N, a per- 
son who shall by false pretenses obtain 
from another person any chattel, 
money or valuable security, with in- 
tent to defraud any person of the 
same, shall be guilty of a theft. 

The above crime is committed un- 
der the laws of State N when a per- 
son: (1) makes a false representation 
of a past or existing fact; (2) with 
intent to defraud; and, (3) knowledge 
of its falsity; and (4) obtains any 
chattel, money or valuable security 
from an owner; (5) who relies upon 
the false representation; (6) to that 
owner’s detriment. 

In the instant case, false representa- 
tions about the financial condition of 
X were made to G’s stockholders with 
the intent to induce them to vote for 
the merger. The responsible X offi- 
cials knew of the falsity of the finan- 
cial statements they issued. The stock- 
holders of G relied upon the false 
financial statements at the time they 
decided to exchange their stock for 
X stock which was worth substantially 
less than was represented. The ex- 
change was a theft by false pretenses 
under the laws of State N and there- 
fore, meets the definition of theft for 
Federal income tax purposes. 

Section 165(e) of the Code pro- 
vides that for purposes of section 165 


Section 165 


(a) any loss arising from theft shall 
be treated as sustained during the tax- 
able year in which the taxpayer dis- 
covers such loss. In the instant case, 
the fraud at X was discovered, and 
therefore sustained, in 1975. 


However, section 1.165-8(a) (2) of 
the Income Tax Regulations states, 
in part, that if in the year the tax- 
payer discovers the loss arising from 
a theft there exists a claim for reim- 
bursement with respect to which there 
is a reasonable prospect of recovery, 
no portion of the loss for which re- 
imbursement may be received is sus- 
tained, for purposes of section 165, 
until the taxable year in which it can 
be ascertained with reasonable cer- 
tainty whether or not such reimburse- 
ment will be received. 

Section 1.165-1(d)(2)(i) of the 
regulations states, in part, that wheth- 
er a reasonable prospect of recovery 
exists with respect to a claim for re- 
imbursement of a loss is a question of 
fact to be determined upon examina- 
tion of all facts and circumstances. 

In the instant case, the taxpayer 
has a reasonable prospect of recovery 
for any loss caused by the theft sus- 
tained in 1975. One such prospect is 
the claim for rescission of the G-X 
merger and the consequent restoration 
of G stock to its former owners. The 
taxpayer has another prospect of re- 
covering a substantial portion of the 
taxpayer’s investment through parti- 
cipation in the bankruptcy reorga- 
nization. 

Accordingly, in the instant case, 
the taxpayer is not entitled to a theft 
loss deduction pursuant to section 165 
of the Code since there exists a rea- 
sonable prospect of recovery. 


26 CFR 1.165-1: Losses. 

(Also Sections 162, 4461, 4462, 7201, 
7301, 7302; 1.162-1, 45.4461-1, 45.4462- 
1.) 

Deduction; losses; coin-operated 
gaming devices seized and for- 
feited. A deduction for losses in- 
curred upon the forfeiture of coin- 
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Section 165 


operated gaming devices, seized 
for nonpayment of the special tax 
imposed by section 4461 of the 
Code, would frustrate sharply de- 
fined public policy and is not al- 
lowable. 


Rev. Rul. 77-126 


Advice has been requested whether, 
under the circumstances described be- 
low, the forfeiture of gambling devices 
seized by the United States results 
in losses deductible by the taxpayer 
under section 165 of the Internal 
Revenue Code of 1954. 

The taxpayer owned coin-operated 
gaming devices of the type defined in 
section 4462 of the Code. The taxes 
imposed by section 4461 on the tax- 
payer as owner of the devices were not 
paid. As the result of the nonpayment 
of such taxes, the taxpayer’s posses- 
sion of the devices was unlawful under 
section 7302 so that seizure and for- 
feiture were proper under section 7301. 
The gaming devices were seized by the 
United States and forfeited by the 
taxpayer. The taxpayer also was sub- 
ject to fines and imprisonment under 
section 7201. 

The question presented is whether 
a deduction under section 165 of the 
Code for the losses incurred upon for- 
feiture of the gaming devices should 
be disallowed on the grounds of being 
contrary to sharply defined public 
policy. 

Section 162 of the Code provides 
that there shall be allowed a deduction 
for all the ordinary and necessary ex- 
penses paid or incurred in carrying on 
any trade or business. 

Section 165(a) of the Code pro- 
vides that subject to certain limitations 
there shall be allowed as a deduction 
any loss sustained during the taxable 
year and not compensated for by in- 
surance or otherwise. 

For many years a court-created doc- 
trine based on public policy existed 
whereby ordinary and necessary busi- 
ness expenses otherwise allowable as 
deductions under section 162 of the 
Code were disallowed when the allow- 
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ance of such deductions would severely 
and immediately frustrate sharply de- 
fined national or state governmental 
declarations of policy prohibiting par- 
ticular forms of conduct. See Commis- 
stoner v. Tellier, 383 U.S. 687 (1966), 
1966-1 C.B. 32, and Tank Truck 
Rentals, Inc. v. Commissioner, 356 
U.S. 30 (1958), 1958-1 C.B. 502. The 
courts extended this doctrine to dis- 
allow loss deductions under section 165 
for the seizure of gambling devices by 
government authorities. Hopka v. 
United States, 195 F. Supp. 474 (N.D. 
Towa 1961). In Raymond Mazzei, 61 
T.C. 497 (1974), the United States 
Tax Court considered the application 
of the public policy doctrine to a de- 
duction claimed in 1965 and held that 
such doctrine was applicable to dis- 
allow the loss deduction. 


Congress codified and limited the 
public policy doctrine in the case of 
ordinary and necessary business ex- 
penses by amending section 162(c) of 
the Code, adding section 162(f) and 
(g) in the Tax Reform Act of 1969, 
Pub. L. 91-172, 1969-3 C.B. 10, and 
amending section 162(c) in the Rev- 
enue Act of 1971, Pub. L. 92-178, 
1972-1 C.B. 443. Section 162(c) de- 
nies the deduction for certain illegal 
bribes, kickbacks, and other payments. 
Section 162(f) denies deduction for 
“any fine or similar penalty paid to a 
government for the violation of any 
law.” Section 162(g) denies deduction 
of certain treble damage payments 
under the antitrust laws. 


Section 1.212-1(p) of the Income 
Tax Regulations, dealing with certain 
deductible nontrade or nonbusiness 
expenses, disallows deduction under 
section 212 of the Code if payment 
is of a type for which deduction would 
be disallowed under section 162(c), 
(f), or (g) and the regulations there- 
under in the case of a business ex- 
pense. Section 1.471-3(d) of the regu- 
lations, dealing with the “cost of goods 
sold”, provides that cost shall not 
include an amount that is of a type 
for which a deduction would be dis- 





allowed under section 162(c), (f), or 
(g) and the regulations thereunder 
in the case of a business expense. 

However, the rules for disallowing 
a deduction under section 165 of the 
Code on the grounds of public policy 
were not limited by Congress but re- 
main the same as they were before 
1969. Therefore, disallowance of de- 
ductions under section 165 is not 
limited to amounts of a type for which 
deduction would be disallowed under 
section 162(c), (f), and (g) and the 
regulations thereunder in the case of a 
business expense. 

Allowing the taxpayer in the instant 
case to deduct the losses resulting from 
the forfeiture of the gambling devices 
would frustrate sharply defined public 
policy that makes it unlawful for own- 
ers of coin-operated gambling devices 
to possess such devices because the 
deduction would soften the sting of, 
and thus frustrate, the sanction of 
seizure and forfeiture. 

Accordingly, disallowance in the in- 
stant case of the loss deduction under 
section 165 of the Code on the grounds 
of being contrary to sharply defined 
public policy is proper. Compare Rev. 
Rul. 74-531, 1974-2 C.B. 268, that 
holds that a taxpayer is entitled to a 
deduction of its adjusted basis in arriv- 
ing at the net gain or loss upon sale of 
gaming machines sold to other opera- 
tors prior to the date of seizure; and 
Rev. Rul. 74-528, 1974-2 C.B. 64, 
that holds that a taxpayer is entitled 
to a depreciation deduction under sec- 
tion 167 of the Code up to the date of 
seizure of the gaming machines. 


26 CFR 1.165-1: Losses. 


Artificial loss created to offset 
Capital gain. Neither a short-term 
capital loss created to minimize the 
tax consequences of an unrelated 
short-term capital gain through a 
series of transactions in silver fu- 
tures contracts, which result in no 
real economic loss, nor the related 
out-of-pocket expenses incurred in 
connection with creating the loss 
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are deductible under section 165 
(a) of the Code. 


Rev. Rul. 77-185 


Advice has been requested whether, 
under the circumstances described 
below, the loss from transactions in 
silver futures contracts is deductible 
under section 165(a) of the Internal 
Revenue Code of 1954. 

In order to minimize the tax con- 
sequences of a short-term capital gain 
of 150x dollars realized from the 
sale of real property in 1975, a tax- 
payer in 1975 and 1976 engaged in 
the following transactions involving 
the purchase and sale on margin of 
silver futures contracts: 


1) On August 1, 1975, the taxpayer sold 
short 40 silver futures contracts fox 
July 1976 delivery at a total contract 
price of 2,000x dollars, and simul- 
taneously purchased 40 silver futures 
contracts for March 1976 delivery at 
a total contract price of 1,951x dol- 
lars. 

On August 4, 1975 the taxpayer sold 
the 40 futures contracts purchased on 
August 1 for March 1976 delivery, at 
a total contract price of 1,825x dol- 
lars. On the same day the taxpayer 
purchased 40 silver futures contracts 
for May 1976 delivery at a total con- 
tract price of 1,851x dollars. 

On February 18, 1976, the taxpayer 
sold the 40 futures contracts pur- 
chased on August 4, 1975 at a total 
contract price of 2,025x dollars and 
covered the short position established 
on August 1, 1975 by purchasing 40 
futures contracts for July 1976 deliv- 
ery at a total contract price of 2,051x 
dollars. 
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The commission on the closing of 
each transaction was 2x dollars. All 
of the transactions were entered into 
in accordance with the rules of the 
exchange and during normal trading 
hours. 


For 1975 the taxpayer reported the 

following transactions: 
short-term gain 
from sale of 
real estate 
less—short-term loss 
from sale of March 
1976 silver futures 
(after commission) 


150x dollars 


(128x) dollars 


net short-term gain 22x dollars 


For 1976 the taxpayer reported the 
following transactions: 
long-term gain from 
sale of May 1976 silver 
futures (after com- 
mission ) 
less—short-term loss 
from short sale of July 
1976 silver futures 
(after commission) 


172x dollars 


(53x) dollars 


119x dollars 


The books of the taxpayer’s broker- 
age firm showed the August 4 trans- 
action as a debit to the taxpayer’s 
account until it was cancelled out by 
the February 18, 1976 sale of the May 
1976 futures contracts purchased on 
August 4, 1975. Because the taxpayer 
consistently maintained a “spread” 
position, the risk of the transaction 
was limited and therefore the margin 
requirement to finance the purchases 
and short sales of these silver futures 
contracts amounted to %th of 1 per- 
cent of the total futures contracts 
purchased during this series of trans- 
actions or approximately 10x dollars. 

Issue 1. Section 165(a) of the Code 
provides the general rule that there 
shall be allowed as a deduction any 
loss sustained during the taxable year 
and not compensated for by insurance 
or otherwise. Section 165(c) (2) pro- 
vides that individuals may deduct un- 
der section 165(a) losses incurred in 
any transaction entered into for profit, 
though not connected with a trade or 
business. However, section 1.165-1(b) 
of the Income Tax Regulations pro- 
vides, in part, that for a loss to be 
allowable as a deduction under section 
165(a), it must be evidenced by 
closed and completed transactions, 
fixed by identifiable events, and actu- 
ally sustained during the taxable year. 
Only a bona fide loss is allowable, 
and substance, not mere form, shall 
govern in determining a deductible 
loss. 

In Frederick R. Horne, 5 T.C. 250 
(1945), a commodity broker-dealer 
was denied a loss on the sale of a 
membership in the New York Coffee 


net long-term gain 
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and Sugar Exchange. The taxpayer 
had purchased Membership Number 
133 in the Exchange on July 25, 1929. 
On November 24, 1941, he purchased 
Membership Number 171 in the Ex- 
change. On December 2, 1941, the 
taxpayer sold Membership Number 
133. The court noted that the tax- 
payer conceded that the purchase of 
the new membership and sale of the 
old membership were for the purpose 
of establishing a tax loss; that both 
of these transactions were component 
parts of a unified plan to carry out 
that purpose; and that the transac- 
tions enabled the taxpayer to remain 
a member of the Exchange without 
interruption. Citing Gregory v. Helver- 
ing, 293 US. 465 (1935), XIV-1 
C.B. 193, for the proposition that an 
actual loss has not been sustained 
unless the taxpayer is poorer to the 
extent of the claimed loss upon con- 
clusion of the entire transaction, the 
Tax Court of the United States dis- 
allowed the claimed loss on the ground 
that “he [Horne] stood in exactly the 
same position as before, except that 
he was out of pocket $100.” The court 
viewed the taxpayer’s temporary own- 
ership of two membership certificates 
as producing no business advantage 
to the taxpayer, as each seat on the 
Exchange was exactly like the other. 
In Gordon MacRae, 34 T.C. 20 
(1960), the taxpayer was denied an 
interest deduction on money borrowed 
to purchase $1,000,000 in United 
States Treasury Notes, because the tax 
Court of the United States found that 
the taxpayer did not purchase the 
notes, did not borrow large sums of 
money, and did not pay any amount 
deductible as interest. In disallowing 
the deduction, the court viewed the 
substance of the transaction as nothing 
more than a series of steps taken by 
the taxpayer to create the deduction. 


The court observed at page 27: 


The steps taken, each in itself a legitimate 
commercial operation, were here each 
mirror images, and add up to zero. The 
various purchases and sales, each real 
without the other, neutralize one another 
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and fairly shout to the world the essen- 
tial nullity of what was done. No pur- 
chase and no sale is essentially identical 
with what was done here, i.e., identical 
and virtually simultaneous purchases and 
sales. The choice of the more complicated 
and involved method of doing nothing 
had no purpose, save the erection of the 
facade upon which petitioners now seek 
to rely. 


Under the rationale of section 
1.165-1(b) of the regulations and of 
the Horne and MacRae decisions, the 
taxpayer in the instant case suffered 
no real economic loss in 1975. On 
August 1, 1975, the taxpayer had es- 
tablished a balanced position in silver 
futures contracts. After closing out 
the long position on August 4, 1975, 
the taxpayer continued a balanced 
position in silver contracts by im- 
mediately purchasing the 40 May 1976 
contracts. After the sale and pur- 
chase of the silver futures contracts 
on August 4, the taxpayer was in ex- 
actly the same balanced position as 
before these transactions, with the 
only difference being the month of 
delivery of the replacement contracts. 
Thus, the August 4 sale resulted in 
no real change of position in a true 
economic sense, and does not repre- 
sent a closed and completed trans- 
action. 


Issue 2. In 1976 when the taxpayer 
closed out all of the futures trans- 
actions the result was an economic 
loss of 9x dollars (128x dollar short- 
term loss from the sale of silver fu- 
tures in 1975, less the 119x dollar net 
long-term gain on the sale of silver 
futures in 1976) resulting from the 
broker’s commissions and small varia- 
‘tions in the prices at which the futures 
contracts were entered into. 


In the instant case, the taxpayer’s 
dominant purpose for engaging in the 
above described silver futures trans- 
actions was to create an artificial 
short-term capital loss to offset a sub- 
stantial short-term capital gain real- 
ized on the sale of real property, while 
insuring that no real economic effect 
resulted from such transactions. The 
taxpayer had no reasonable expecta- 


tion of deriving an economic profit 
from the transactions. 

Accordingly, neither the short-term 
loss of 128x dollars claimed in 1975, 
nor the out-of-pocket loss of 9x dol- 
lars arising in 1976 from the closing 
out of the silver futures contracts is 
deductible as a loss within the mean- 
ing of section 165(a) of the Code. See 
Knetsch v. United States, 348 F.d 932 
(Ct. Cl. 1965), and Brown v. United 
States, 396 F.2d 459 (Ct. Cl. 1968), 
where the Court of Claims disallowed 
deductions for out-of-pocket expenses 
incurred in transactions determined 
not to have economic substance. 


26 CFR 1.165-1: Losses. 
(Also Sections 615, 617; 1.615-1, 1.617-1.) 
Geological and geophysical ex- 
ploration expenditures. The Service 
will not follow the decision in 
American Smelting and Refining 
Company—-Consolidated in deter- 
mining the treatment to be afforded 
geological and geophysical explora- 
tion expenditures under circum- 
stances similar to those present in 
that case. The provisions of section 
615 or 617 of the Code are appli- 
cable to such expenditures. 


Rev. Rul. 77-187 


The Internal Revenue Service will 
not follow the decision of the United 
States Court of Claims in American 
Smelting and Refining Company— 
Consolidated v. United States, 423 F. 
2d 277 (Ct. Cl. 1970), in the dispo- 
sition of similar cases involving the 
question of when a taxpayer has ‘in- 
curred a deductible loss of geological 
and geophysical exploration expendi- 
tures. 

The Court of Claims held in Ameri- 
can Smelting that each separately ac- 
quired lease option relinquished by 
the taxpayer resulted in a deductible 
loss in the year of relinquishment. The 
amount of the loss was determined 
by an allocation of the geological and 
geophysical exploration expenditures 
on an acreage basis to all the lands 





on which the taxpayer held an option 
to explore and lease. 


Exploration expenditures are capi- 
tal in nature and should be allocated 
to any property or properties acquired 
or retained on the basis of the data 
obtained from such expenditures. De- 
duction of a portion of the explora- 
tion expenditures is not allowable as 
a result of acquiring or retaining only 
a part of the properties explored by 
the taxpayer. All of the information 
obtained through the expenditures 
benefits the properties acquired or re- 
tained and such expenditures should 
be allocated thereto. These expendi- 
tures will be either (1) recoverable 
through depletion when there is in- 
come from production, (2) allowable 
as basis against proceeds from the sale 
of the property, or (3) allowable as 
a loss when the property is abandoned. 
See Rev. Rul. 77-188, page 76, this 
Bulletin. 


However, exploration expenditures 
for ores or minerals (other than oil 
and gas) incurred prior to January 
1, 1970, are deductible to the extent 
allowable under section 615 or sec- 
tion 617 of the Internal Revenue Code 
of 1954. After December 31, 1969, 
exploration expenditures resulting in 
the acquisition or retention of mineral 
properties are deductible at the elec- 
tion of the taxpayer only under sec- 
tion 617 of the Code and are subject 
to the recapture provisions of section 
617 if production is obtained. Explora- 
tion expenditures incurred prior to 
January 1, 1970 may be deferred un- 
der section 615 and deducted ratably 
as the minerals benefited are sold. 
Such exploration expenditures may 
also be capitalized under section 615 
as a part of the depletable basis re- 
coverable through cost depletion. Ex- 
ploration expenditures that do not lead 


to the acquisition or retention of any. 


mineral property are deductible as 
a loss under section 165 for the taxable 
year in which the taxpayer abandons 
the area of interest as a potential 
source of mineral production. 
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By purchasing lease options the tax- 
payer in American Smelting did not 
acquire an economic interest within 
the meaning of section 1.614-1(a) (1) 
of the Income Tax Regulations, and 
thus it did not acquire a mineral prop- 
erty to which capitalized exploration 
expenditures could be allocated. 

Accordingly, the Service will not 
follow the decision of the court in 
American Smelting in determining the 
treatment to be afforded geological 
and geophysical exploration expendi- 
tures under circumstances similar to 
those present in that case. However, 
the provisions of section 615 or sec- 
tion 617 of the Code are applicable to 
such exploration expenditures. 


26 CFR 1.165-1: Losses. 


Treatment of a casualty loss to inven- 
toriable assets attributable to a disaster for 
purposes of the Self-Employment Contri- 
butions Act. See Rev. Rul. 77-94, page 265. 


26 CFR 1.165-1: Losses. 


Treatment of geological and geophysical 
exploration expenditures for ores and min- 
erals, including oil and gas, when a project 
area is abandoned as a potential source of 
mineral production. See Rev. Rul. 77-188, 
page 76. 


26 CFR 1.165-3: Demolition of buildings. 
T.D. 7447 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER 1, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Tax treatment upon demolition of 
buildings on leased property. 
DEPARTMENT OF THE TREASURY, 
OFFICE OF ComMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 
By a notice of proposed rule making 


appearing in the Federal Register for 
April 21, 1972 (37 F.R. 7891), an 
amendment to the Income Tax Regu- 
lations (26 CFR Part 1) under section 
165 of the Internal Revenue Code of 
1954 (relating to losses) was proposed. 
The purpose of the proposed amend- 
ment was to clarify the present regula- 
tions with respect to the proper income 
tax treatment of the remaining ad- 
justed basis in a building which is de- 
molished pursuant to a lease. After 
consideration of all such relevant mat- 
ter as was presented by interested per- 
sons regarding the rules proposed, the 
amendment of the regulations as pro- 
posed is adopted by this document 
with slight modification. 


The amendment to the regulations 
provides that where a lease agreement 
requires the lessee or lessor, or gives 
the lessee the option, to demolish any 
building on the leased property the 
lessor’s remaining adjusted basis in the 
demolished building cannot be de- 
ducted by him under section 165 as a 
demolition loss. Rather, it is to be ad- 
justed to reflect the net cost of or pro- 
ceeds from demolition and amortized 
over the remaining term of the lease. 
The modification to the amendment of 
the regulations as proposed makes 
clear that a loss deduction is not pre- 
cluded by this regulation when the 
lessor at his sole option demolishes a 
building on leased property. 


Adoption of amendents to the 
regulations 


On April 21, 1972, a notice of pro- 
posed rule making was published in 
the Federal Register (37 F.R. 7891) to 
amend the Income Tax Regulations 
(26 CFR Part 1) under section 165 of 
the Internal Revenue Code of 1954 
(relating to losses) to clarify the in- 
come tax treatment of the demolition 
of a building pursuant to a lease. After 
consideration of all such relevant mat- 
ter as was presented by interested per- 
sons regarding the rules proposed, 
paragraph (b)(2) of § 1.165-3 is 
amended to read as follows: 


Section 165 


§ 1.165-3 Demolition of buildings. 
* * * * & 


(b) Intent to demolish formed sub- 


sequent to the time of ascquisition. 
* 


(2) If a lessor or lessee of real 
property demolishes the buildings 
situated thereon pursuant to a lease 
or an agreement which resulted in a 
lease, under which either the lessor 
was required or the lessee was required 
or permitted to demolish such build- 
ings, no deduction shall be allowed to 
the lessor under section 165(a) on ac- 
count of the demolition of the old 
buildings. However, the adjusted basis 
of the demolished buildings, increased 
by the net cost of demolition or de- 
creased by the net proceeds from 
demolition, shall be considered as a 
part of the cost of the lease to be 
amortized over the remaining term 
thereof. 


* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68 Stat. 917; 26 U.S.C. 
7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved Dec. 14, 1976. 


Witiiam M. GoLpsTEIN, 
Deputy Assistant Secretary 
of the Treasury. 
(Filed by the Office of the Federal Register 
on December 21, 1976; 8:45 a.m., and 


published in the issue of the Federal 
Register for December 22, 1976, 41 F.R. 
55710) 


26 CFR 1.165-7: Casualty losses. 


Treatment of a casualty loss to inven- 
toriable assets attributable to a disaster for 
purposes of the Self-Employment Contri- 
butions Act. See Rev. Rul. 77-94, page 265. 


26 CFR 1.165-8: Theft losses. 
(Also Sections 166, 585; 1.166-1.) 


Banks; theft loss; check-kiting 
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Section 165 


scheme. An overdraft loss incurred 
by a bank as the result of a check- 
kiting scheme considered larceny 
under local law is a theft loss de- 
ductible under section 165 of the 
Code, not a charge to the bank’s 
reserve for bad debts under sec- 
tion 585. 


Rev. Rul. 77-215 


Advice has been requested whether 
the taxpayer, a bank as defined in sec- 
tion 581 of the Internal Revenue Code 
of 1954, may deduct a loss resulting 
from a check-kiting scheme as a theft 
loss under section 165 of the Code or 
whether the loss should be charged to 
the taxpayer’s reserve for bad debts 
under section 585 of the Code. 


During the taxpayer’s taxable year 
ended December 31, 1975, a customer 
of the taxpayer and a second individ- 
ual who was a customer of another 
bank began to “kite” checks back and 
forth with the intent to defraud the 
taxpayer. On March 3 and 4 of 1975, 
the taxpayer accepted checks drawn 
by the second individual on the second 
bank and deposited the checks to the 
account of the taxpayer’s customer. 
During the next few days, the tax- 
payer honored checks drawn on its 
customer’s account since the account 
showed a considerable balance. How- 
ever, within the time allotted by the 
banking authorities for clearing 
checks, the second individual’s checks 
were returned to the taxpayer with 
the notation that payment had been 
stopped. When the taxpayer charged 
these checks back to its customer’s 
account, it caused the account to be 
overdrawn in the amount of 20x dol- 
lars. The taxpayer discovered in 1975 
that the overdraft was the result of a 
check-kiting scheme and that none of 
the money was recoverable. The 
amount was never included in the 
taxpayer’s loan base for computing an 
addition to its bad debt reserve since 
it had never been treated as a loan. 
Issuing fraudulent checks in the man- 
ner described above was a violation 


of the laws of the state of jurisdiction, 
which read as follows: 


Fraudulent checks. Whoever, with intent 
to defraud, makes, draws, utters, or deliv- 
ers any check, draft or order for the pay- 
ment of money upon any hank or other 
depository without sufficient funds or credit 
at such bank or other depository for the 
payment of such instrument shall be guilty 
of attempted larceny, and if money or 
property is obtained thereby shall be guilty 
of larceny. 

Section 166(c) of the Code allows a 
deduction for a reasonable addition to 
a reserve for bad debts. When debts 
become wholly or partially worthless 
they are charged against this reserve. 
See section 1.166-4(c) (3) of the In- 
come Tax Regulations. 

Section 585 of the Code governs the 
treatment of reserves for losses on 
loans of banks for taxable years begin- 
ning after July 11, 1969. 

Section 585(b) of the Code pro- 
vides, for purposes of section 166(c), 
for the computation of a reasonable 
addition to the reserve for bad debts. 

Section 165 of the Code allows a 
deduction for any loss sustained dur- 
ing a taxable year that is not compen- 
sated for by insurance or otherwise. 
Included in such losses are losses due 
to theft. 

Section 1.165-8(d) of the regula- 
tions provides that the term “theft” 
shall include, but shall not necessarily 
be limited to, larceny,. embezzlement, 
and robbery. 

Rev. Rul. 71-381, 1971-2 C.B. 126, 
holds that a theft loss deduction is al- 
lowable when amounts are loaned to 
a corporation based on financial re- 
ports issued by the corporation that 
were found to be fraudulent. 

In Spring City Foundry Co. v. 
Commissioner, 292 U.S. 182 (1934), 
it is stated that losses and bad debts 
are mutually exclusive. 

In the instant situation, there was 
never an intent by the taxpayer’s cus- 
tomer to repay the amount, the entire 
scheme beirig one to defraud the tax- 
payer of the funds. The transaction 
was, under local law, the crime of 
larceny. This constitutes “theft” with- 





in the meaning of section 1.165-8(d) 
of the regulations. 


Accordingly, the overdraft loss in 
the instant situation may not be 
charged to the taxpayer’s reserve for 
bad debts under section 585 of the 
Code but is deductible under section 
165 as a theft loss. 


26 CFR 1.165-11: Election in respect of 
losses attributable to a disaster. 


Treatment of a casualty loss to inven- 
toriable assets attributable to a disaster for 
purposes of the Self-Employment Contri- 
butions Act. See Rev. Rul. 77-94, page 265. 





Section 166.—Bad Debts 
26 CFR 1.166-1: Bad debts. 


Whether an overdraft loss incurred as 
the result of a check-kiting scheme should 
be treated as a theft loss or a charge to the 
reserve for bad debts. See Rev. Rul. 77- 
215, page 51. 


26 CFR 1.166-4: Reserve for bad debts. 
(Also Sections 103, 585; 1.103-1.) 

Bad debt reserves; additions; 
includible loans. A loan by a bank 
to the New York Port Authority is 
not includible in the bank’s eligible 
loan base for purposes of comput- 
ing the additions to the bank’s bad 
debt reserve as provided in section 
166(c) of the Code. Similarly, a 
purchase money mortgage received 
from an individual who was the 
nominee of a domestic bank that 
assumed the obligation of the 
mortgage is not includible. Rev. 
Rul. 68-630 amplified. 


Rev. Rul. 77-216 


Advice has been requested whether, 
under the circumstances described be- 
low, certain loans are includible in the 
taxpayer’s eligible loan base for pur- 
poses of computing additions to its 
bad debt reserve as provided in section 
166(c) of the Internal Revenue Code 
of 1954. 

In 1968, X, a domestic bank, along 
with other domestic banks, entered 
into an agreement to lend the New 
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York Port Authority a specified sum. 
That loan was evidenced by promis- 
sory notes that were special obligations 
of the Authority payable as to princi- 
pal and interest solely from the special 
funds designated in the loan agree- 
ment. The notes were not insured or 
guaranteed by the Authority or by 
the State of New York. 

In 1968, X sold a piece of property 
to A, an individual, who in return 
gave X a purchase money mortgage. 
A sold the property on the same day 
to Y, an unrelated domestic bank. A 
was a nominee of Y; consequently, Y 
assumed the mortgage obligations of 
A, 

The specific questions presented are 
whether the loans made to the New 
York Port Authority and the purchase 
money mortgage received from A are 
includible in the eligible loan base of 
X in 1968. 

Section 166(a) of the Code pro- 
vides that, as a general rule, there 
shall be allowed as a deduction (1) 
any debt that becomes worthless 
within the taxable year, and (2) a 
debt that is recoverable only in part 
in an amount not in excess of the part 
charged off within the taxable year. 


Section 166(c) of the Code pro- 
vides that in lieu of any deduction 
under section 166(a), there shall be 
allowed a deduction for a reasonable 
addition to a reserve for bad debts. 


Rev. Rul. 65-92, 1965-1 C.B. 112, 
sets forth a uniform percentage for 
computing annual additions to re- 
serves for bad debts of banks and pro- 
vides that a bank will be allowed de- 
ductions for additions to its reserve 
for bad debts until the reserve equals 
2.4 percent of loans outstanding at the 
close of the taxable year. This is the 
uniform reserve ratio method of com- 
puting annual additions to reserves 
for bad debts for banks. 

Rev. Rul. 68-630, 1968-2 C.B. 84, 
clarifies certain questions regarding 
the eligibility of items for inclusion in 
the loan base by banks using the uni- 
form reserve ratio method. Section 3 


of that Revenue Ruling provides, in 
part, that a loan to a bank (as defined 
in section 581 of the Code) is not eli- 
gible for inclusion in the loan base 


irrespective of whether it takes the 


form of a repurchase agreement or a 
similar transaction. 

Section 6 of Rev. Rul. 68-630 
states, in part, that Rev. Rul. 65-92 
provides that Government insured or 
guaranteed loans must be excluded 
from the loan base to the extent so 
insured or guaranteed. That section 
defines the term “Government insured 
or guaranteed loans” to include both 
direct loans to a Government as well 
as loans to a third party that are in- 
sured or guaranteed, directly or indi- 
rectly, by a Government. Section 6 of 
the above Revenue Ruling interpreted 
the term “Government” as having ref- 
erence to the Federal Government and 
its instrumentalities, the District of 
Columbia, Territories or possessions of 
the United States, and State govern- 
ments and political subdivisions there- 
of. Section 103 of the Code is cited in 
section 6 to aid in the interpretation of 
the term Government. 


Although the New York Port Au- 
thority does not have any taxing 
power, it is a political subdivision of 
the States of New York and New Jer- 
sey for purposes of section 103 of the 
Code. Commissioner v. Shamberg’s 
Estate, 144 F.2d 998 (2nd Cir. 1944), 
cert. denied, 323 U.S. 792 (1945) ; 
Wolkstein v. Pert of New York Au- 
thority, 178 F. Supp. 209 (D. N. J. 
1959). 


Those entities that are political sub- 
divisions under section 103 of the 
Code are also considered political sub- 
divisions for purposes of Rev. Rul. 
68-630. Therefore, loans to the New 
York Port Authority are direct loans 
to a Government as that phrase is 
used in Rev. Rul. 68-630, even though 
that entity does not have a taxing 
power. 

As to the purchase money mortgage 
received by X from A, since A was 
acting merely as nominee for Y (a 


Section 166 


bank), the loan, in substance, was 
made to a bank. Therefore, since Rev. 
Rul. 68-630 provides that a loan to a 
bank is not includible in the taxpayer’s 
eligible loan base, the purchase money 
mortgage in the instant case is not 
includible in the eligible loans out- 
standing of X. 

Accordingly, the loan to the New 
York Port Authority and the purchase 
money mortgage are not includible in 
the eligible loan base of X for the pur- 
pose of computing additions to the 
bad debt reserve as provided in section 
166(c) of the Code. 

The holding in this Revenue Ruling 
is also applicable for taxable years be- 
ginning after July 11, 1969, the effec- 
tive date of section 585 of the Code, 
relating to reserves for losses on loans 
of banks. 

Rev. Rul. 68-630 is amplified to 
provide that the phrase Government 
insured or guaranteed loans includes 
loans to governmental subdivisions 
that do not have taxing power. 


26 CFR 1.166-4: Reserve for bad debts. 
T.D. 7444' 


TITLE 26—INTERNAL REVE- 
NUE—CHAPTER I, SUBCHAP- 
TER A, PART 1—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Net operating loss carryback and 
carryforward for financial institutions 
and Banks for Cooperatives and re- 
serves for loss on loans of small busi- 
ness investment companies and busi- 
ness development corporations 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 


Internal Revenue Service and 
Others Concerned: 


1 This publication of the Treasury Decision con- 
tains the full text of the regulations. The individual 
instructions for modifying the notice of proposed rule- 
makng have been omitted. 





Section 166 


Preamble 


By notice of proposed rule making 
appearing in the Federal Register for 
May 6, 1972 (37 F.R. 9280) [1972-21 
I.R.B. 37], an amendment to the In- 
come Tax Regulations (26 CFR Part 
1) was proposed in order to conform 
the regulations under sections 166 and 
172 of the Internal Revenue Code of 
1954 to the amendments made by sec- 
tion 431(b) and (c) of the Tax Re- 
form Act of 1969 [Pub. L. 91-172, 
1969-3 C.B. 85] and to provide regu- 
lations under sections 585 and 586 of 
the Code as added by section 431 (a) 
of the Tax Reform Act of 1969. After 
cansideration of all such relevant 
matter as was presented by interested 
persons regarding the rules proposed, 
so much of the amendment to the 
regulations as proposed that conforms 
the regulations under section 166 and 
172 of the Code to the amendments 
made by section 431(b) and (c) of 
the Tax Reform Act of 1969, and 
that provides regulations under sec- 
tion 586 of the Code is adopted by 
this document, subject to the changes 
set forth below. 

The amendment to § 1.166-4 adds 
a new paragraph (d) which provides 
cross references to special rules with 
respect to additions to reserves for bad 
debts that are applicable to financial 
institutions. 

The amendment to § 1.172-4(a) 
(1) provides that a net operating loss 
sustained in a taxable year beginning 
after December 31, 1975, by a tax- 
payer to which section 585, 586, or 
593 applies or a net operating loss 
sustained in a taxable year beginning 
after December 31, 1969, by a tax- 
payer which is a Bank for Coopera- 
tives shall be carried back to the 10 
preceding taxable years and shall be 
carried over to the 5 succeeding tax- 
able years. 

Section 586 provides generally that 
a small business investment company 
operating under the Small Business 
Investment Act of 1958 or a business 
development corporation described in 
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section 586(a) (2) shall determine its 
reasonable addition to a reserve for 
losses on loans under an experience 
method based upon a 6-year moving 
average of the taxpayer’s own experi- 
ence. Where a small business invest- 
ment company or business develop- 
ment corporation is in existence for 
less than 10 years, it is permitted to 
borrow the experience of the indus- 
try as determined by the Commis- 
sioner. 

The formula provided in § 1.586-2 
(b) as proposed by which a small busi- 
ness investment company must deter- 
mine its reasonable addition to a re- 
serve if it wishes to use the industry- 
wide average was geared to calendar 
year taxpayers. The formula as it per- 
tains to small business investment com- 
panies has been changed to corre- 
spond to the taxable year used by most 
small business investment companies 
—a fiscal year ending on March 31. 

Subdivision (ii) (c) of § 1.586-2(c) 
(2) as proposed has been changed to 
eliminate the requirement that a loan 
be representative of the taxpayer’s 
ordinary portfolio of outstanding cus- 
tomer loans and to substitute in lieu 
thereof the requirement that a loan 
not be entered into or acquired for 
the primary purpose of enlarging the 
taxpayer's otherwise available bad 
debt deduction. 


Adoption of amendment to the regu- 
lations 


By notice of proposed rule making 
appearing in the Federal Register for 
May 6, 1972 (37 F.R. 9280) [1972-21 
I.R.B. 31], an amendment to the In- 
come Tax Regulations (26 CFR Part 
1) was proposed in order to conform 
the regulations under sections 166 and 
172 of the Internal Revenue Code of 
1954 to the amendments made by 
section 431(b) and (c) of the Tax 
Reform Act of 1969 [Pub. L. 91-172, 
1969-3 C.B. 85] and to provide regu- 
lations under sections 585 and 586 of 
the Code as added by section 431 (a) 
of the Tax Reform Act of 1969. After 
consideration of all such relevant mat- 


ter as was presented by interested 
persons regarding the rules proposed, 
so much of the amendment to the 
regulations as proposed that conforms 
the regulations under sections 166 and 
172 of the Code to the amendments 
made by section 431(b) and (c) of 
the Tax Reform Act of 1969 and that 
provides regulations under section 586 
of the Code is hereby adopted. 

Paragraph 1. Section 1.166 is 
amended by redesignating paragraph 
(g) as paragraph (h), by adding new 
paragraph (g) immediately after para- 
graph (f) thereof, by adding sub- 
paragraph (4) to paragraph (h) im- 
mediately after subparagraph (3) 
thereof, and by revising the historical 
note. As amended, these redesignated, 
added, and revised provisions read as 
follows: 


§ 1.166 Statutory provisions; bad 
debts. 


Sec. 166. Bad debts. 
* * * * ¥* 


(g) Reserve for certain guaranteed debt 
obligations—(1) Allowance of deduction. 
In the case of a taxpayer who is a dealer 
in property, in lieu of any deduction under 
subsection (a), there shall be allowed (in 
the discretion of the Secretary or his dele- 
gate) for any taxable year ending after 
October 21, 1965, a deduction— 

(A) For a reasonable addition to a re- 
serve for bad debts which may arise out of 
his liability as a guarantor, endorser, or in- 
demnitor of debt obligations arising out of 
the sale by him of real property or tangible 
personal property (including related serv- 
ices) in the ordinary course of his trade or 
business. and 

(B) For the amount of any reduction in 
the suspense account required by paragraph 
(4) (B) (i). : 

(2) Deduction disallowed in other cases. 
Except as provided in paragraph (1), no 
deduction shall be allowed to a taxpayer 
for any addition to a reserve for bad debts 
which may arise out of his liability as guar- 
antor, endorser, or indemnitor of debt obli- 
gations. 

(3) Opening balance. The opening bal- 
ance of a reserve described in paragraph 
(1)(A) for the first taxable year ending 
after October 21, 1965, for which a tax- 
payer maintains such reserve shall, under 
regulations prescribed by the Secretary or 
his delegate, be determined as if the tax- 
payer had maintained such reserve for the 
preceding taxable years. 

(4) Suspense account—(A) Require- 
ment. Except as provided by subparagraph 








8 
p 
d 
il 


pm 


- _ @ @& © & 





ted 
ed, 
the 
ms 
nd 


nts 


at 
86 


bt 


er 
er 
in 
e- 
er 


" 
of 


n- 


le 
V- 
or 





(C), each taxpayer who maintains a re- 
serve described in paragraph (1) (A) shall, 
for purposes of this subsection and section 
81, establish and maintain a suspense ac- 
count. The initial balance of such account 
shall be equal to the opening balance de- 
scribed in paragraph (3). 

(B) Adjustments. At the close of each 
taxable year the suspense account shall 
be— 

(i) Reduced by the excess of the sus- 
pense account at the beginning of the year 
over the reserve described in paragraph 
(1)(A) (after making the addition for 
such year provided in such paragraph), or 

(ii) Increased (but not to an amount 
greater than the initial balance of the sus- 
pense account) by the excess of the reserve 
described in paragraph (1) (A) (after mak- 
ing the addition for such year provided in 
such paragraph) over the suspense account 
at the beginning of such year. 

(C) Limitations. Subparagraphs (A) 
and (B) shall not apply in the case of the 
taxpayer who maintained for his last tax- 
able year ending before October 22, 1965, 
a reserve for bad debts under subsection 
(c) which included debt obligations de- 
scribed in paragraph (1) (A). 

(D) Section 381 acquisitions. The ap- 
plication of this paragraph in any acquisi- 
tion to which section 381(a) applies shall 
be determined under regulations prescribed 
by the Secretary or his delegate. 

(h) Cross references. (1) For disallow- 
ance of deduction for worthlessness of 
debts owed by political parties and similar 
organizations, see section 271. 

(2) For special rule for banks with re- 
spect to worthless securities, see section 582. 

(3) For special rule for bad debt re- 
serves of certain mutual savings banks, do- 
mestic building and loan associations, and 
cooperative banks, see section 593. 

(4) For special rule for bad debts re- 
serves of banks, small business investment 
companies, etc., see sections 585 and 586. 


[Sec. 166 as amended by sec. 8, Technical 
Amendments Act of 1958 (72 Stat. 1608) 
[Pub. L. 85-866, 1958-3 C.B. 256]; by sec. 
l(a), Act of November 2, 1966 (Pub. L. 
89-722, 80 Stat. 1151) ; [1966-2 C.B. 645]; 
sec. 431(c), Tax Reform Act 1969 (83 
ant 619) [Pub. L. 91-172, 1969-3 C.B. 


Par. 2. Paragraph (d) of section 
1.166-4 is amended to read as fol- 
lows: 


§ 1.166-4 Reserve for bad debts. 
* * * * * 

(d) Special rules applicable to fi- 
nancial institutions—(1) Banks. For 
special rules for the addition to the 
bad debt reserves of certain banks, 
see §§ 1.585-1 through 1.585-3. 

(2) For special rules for the addi- 


tion to the bad reserves of small busi- 
ness investment companies and _ busi- 
ness development corporations, see 


8§ 1.586-1 and 1.586-2. 


(3) For special rules for the addi- 
tion to the bad debts reserves of cer- 
tain mutual savings banks, domestic 
building and loan associations, and 
cooperative banks, see §§ 1.593-1 
through 1.593-11. 


Par. 3. Section 1.172 is amended by 
revising subparagraphs (A)(i) and 
(B) of paragraph (1) of subsection 
(b), by adding new subparagraphs 
E), (F), and (G) at the end of such 
paragraph, by adding new subpara- 
graphs (E) and (F) at the end of par- 
agraphs (3) of such subsection, and by 
revising the historical note. As amend- 
ed, these revised and added provisions 
read as follows: 


§ 1.172 Statutory provisions; net 
operating loss deduction. 


Sec. 172. Net operating loss deduc- 
tion. * * * 

(b) Net operating loss carrybacks and 
carryovers—(1) Years to which loss may 
be carried. (A)(i) Except as provided in 
clause (ii) and in subparagraphs (D), (E), 
(F), and (G), a net operating loss for any 
taxable year ending after December 31, 
1957, shall be a net operating loss carry- 
back to each of the 3 taxable years preced- 
ing the taxable year of such loss. 


* * * * * 


(B) Except as provided in subpara- 
graphs (C), (D), and (E), a net operat- 
ing loss for any taxable year ending after 
December 31, 1955, shall be a net operat- 
ing loss carryover to each of the 5 taxable 
tomy following the taxable year of such 
oss. 


* * * * * 


(E) In the case of a taxpayer which is 
a domestic corporation qualifying under 
paragraph (3) (E), a net operating loss for 
any taxable year ending after December 
31, 1966, and prior to January 1, 1969, 
shall be a net operating loss carryback to 
each of the 5 taxable years preceding the 
taxable year of such loss and shall be a net 
operating loss carryover to each of the 3 
taxable years following the taxable year of 
such loss. 

(F) In the case of a financial institution 
to which section 585, 586, or 593 applies, 
a net operating loss for any taxable year 
beginning after December 31, 1975, shall 
be a net operating loss carryback to each 
of the 10 taxable years preceding the tax- 
able year of such loss and shall be a net 
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operating loss carryover to each of the 5 
taxable years following the taxable year of 
such loss. 

(G) In the case of a Bank for Coopera- 
tives (organized and chartered pursuant to 
section 2 of the Farm Credit Act of 1933 
(12 U.S.C. 1134) ), a net operating loss for 
any taxable year beginning after December 
31, 1969, shall be a net operating loss car- 
ryback to each of the 10 taxable years pre- 
ceding the taxable year of such loss and 
shall be a net operating loss carryover to 
each of the 5 taxable years following the 
taxable year of such loss. 


* * * * * 


(3) Special rules. * * * 

e (E) Paragraph (1)(E) shall apply only 
1 — 

(i) The amount of the taxpayer’s net 
operating loss for the taxable year exceeds 
the sum of the taxable income (computed 
as provided in paragraph (2)) for each of 
the 3 preceding taxable years of the tax- 
payer, 

(ii) The amount of the taxpayer’s net 
operating loss for the taxable year, in- 
creased by the amount of the taxpayer’s 
net operating loss for the preceding taxable 
year or decreased by the amount of the tax- 
payer’s taxable income for such preceding 
year, exceeds 15 percent of the sum of the 
money and other property (in an amount 
equal to its adjusted basis for determining 
gain) of the taxpayer, determined as of the 
close of the taxable year of such loss with- 
out regard to any refund or credit of any 
overpayment of tax to which the taxpayer 
may be entitled under paragraph (1) (E). 

(iii) The aggregate unadjusted basis of 
property described in section 1231(b) (1) 
(without regard to any holding period 
therein provided), the basis for which was 
determined under section 1012, which was 
acquired by the taxpayer during the period 
beginning with the first day of its fifth tax- 
able year preceding the taxable year of such 
loss and ending with the last day of the tax- 
able year of such loss, equals or exceeds the 
aggregate adjusted basis of property of such 
description of the taxpayer on, and deter- 
mined as of, the first day of the fifth pre- 
ceding taxable year, and 

(iv) The taxpayer derived 50 percent 
or more of its gross receipts (other than 
gross receipts derived from the conduct of 
a lending or finance business), for the tax- 
able year of such loss and for each of its 
5 preceding taxable years, from the manu- 
facture and production of units within the 
same single class of products, and 3 or 
fewer United States persons (including as 
one person an affiliated group as defined in 
section 1504(a)) other than the taxpayer 
manufactured and produced in the United 
States, in the calendar year ending in or 
with the taxable year of such loss, 85 per- 
cent or more of the total number of all 
units within such class of products manu- 
factured and produced in the United States 
in such calendar year. 

(F) For purposes of 
(E)(iv)— © 


subparagraph 








Section 166 


(i) The term “class of products” means 
any of the categories designated and num- 
bered as a “class of products” in the 1963 
Census of Manufacturers compiled and 
published by the Secretary of Commerce 
= title 13 of the United States Code, 
an 

(ii) Information compiled or published 
by the Secretary of Commerce, as part of 
cr in connection with the Statistical Abs- 
tract of the United States or the census 
of manufacturers, regarding the number of 
units of a class of products manufactured 
and produced in the United States during 
a calendar year, or, if such information 
should not be available, information so 
compiled or published regarding the num- 
ber of such units shipped or sold by such 
manufacturers during a calendar year, shall 
constitute prima facie evidence of the total 
number of all units of such class of prod- 
ucts manufactured and produced in the 
United States in such calendar year. 

* * * * * 

[Sec. 172 as amended by secs. 14 and 64(b) 
Technical Amendments Act 1958 (72 Stat. 
1611, 1656) [Pub. L. 85-866, 1958-3 C.B. 
259, 304]; sec. 203, Small Business Tax Re- 
vision Act of 1958 (72 Stat. 1678) [Pub. L. 
85-866, 1958-3 C.B. 326]; Act of Sept. 27, 
1962 (Pub. L. 87-710, 76 Stat. 648) [1962- 
3 C.B. 69]; sec. 7(f), Self-Employed Indi- 
viduals Tax Retirement Act 1962 (76 Stat. 
829) [Pub. L. 87-792, 1962-3 C.B. 105]; 
sec. 317, Trade Expansion Act 1962 (76 
Stat. 889) [Pub. L. 87-794, 1962-3 C.B. 
108]; secs. 210 and 234(b)(5), Rev. Ac 
1964 (78 Stat. 47, 115) [Pub. L. 88-272, 
1964-1 (Part 2) C.B. 29, 83]; sec. 3(a), 
Act of December 27, 1967 (Pub. L. 90-225, 
81 Stat. 732) [1968-1 C.B. 642]; sec. 
431(b), Tax Reform Act 1969 (83 Stat. 
619) [Pub. L. 91-172, 1969-3 C.B. 85]] 


Par. 4. Section 1.172-4 is amended 
by revising subdivision (ii) of sub- 
paragraph (1) of paragraph (a) and 
by adding new subdivisions (viii) and 
(ix) at the end of such subparagraph. 
As amended, these revised and added 
provisions read as follows: 


§ 1.172-4 Net operating loss carry- 
backs and net operating loss car- 
ryovers. 

(a) General provisions—(1) Years 

to which loss may be carried, * * * 

(ii) Loss for taxable years ending 
after December 31, 1957. Except as 

provided in subdivisions (iii), (iv), 

(v), (viii) and (ix) of this subpara- 

graph, and section 170(b)(1)(E), a 

net operating loss sustained in a tax- 

able year ending after December 31, 

1957, shall be carried back to the three 


preceding taxable years and carried 
over to the five succeeding taxable 
years. 


* *% * * * 


(viii) Loss of a financial institution. 
A net operating loss sustained in a 
taxable year beginning after Decem- 
ber 31, 1975, by a taxpayer to which 
section 585, 586 or 593 applies shall 
be carried back to the ten preceding 
taxable years and shall be carried over 
to the five succeeding taxable years. 

(ix) Loss of a Bank for Coopera- 
tives. A net operating loss sustained in 
a taxable year beginning after De- 
cember 31, 1969, by a taxpayer which 
is a Bank for Cooperatives (organized 
and chartered pursuant to section 2 
of the Farm Credit Act of 1933 (12 
U.S.C. 1134)) shall be carried back 
to the ten preceding taxable years 
and shall be carried over to the five 
succeeding taxable years. 

Par. 5. The following new sections 
are added immediately after section 
1.584-6: 


§ 1.586 Statutory provisions; re- 
serves for losses on loans of small 
business investment companies, 
etc. 


Sec. 586. Reserves for losses on loans 
of small business investment companies, 
etc.—(a) Institutions to which section ap- 

lies. This section shall apply to the fol- 
owing financial institutions: 

(1) Any small business investment com- 
pany operating under the Small Business 
Investment Act of 1958, and 
_ (2) Any business development corpora- 
tion. 


For purposes of this section, the term 
“business development corporation” means 
a corporation which was created by or 
pursuant to an act of a State legislature 
for purposes of promoting, maintaining, 
and assisting the economy and industry 
within such State on a regional or state- 
wide basis by making loans to be used in 
trades and businesses which would gener- 
ally not be made by banks (as defined in 
section 581) within such region or State 
in the ordinary course of their business 
except on the basis of a partial participa- 
tion), and which is operated primarily for 
such purposes. 

(b) Addition to reserves for bad debts— 
(1) General rule. For purposes of section 
166(c), except as provided in paragraph 
(2) the reasonable addition to the reserve 





for bad debts of any financial institution 
to which this section applies shall be an 
amount determined by the taxpayer which 
shall not exceed the amount necessary to 
increase the balance of the reserve for bad 
debts (at the close of the taxable year) to 
the greater of— 

(A) The amount which bears the same 
ratio to loans outstanding at the close of 
the taxable year as (i) the total bad debts 
sustained during the taxable year and the 
5 preceding taxable years (or, with the 
approval of the Secretary or his delegate, 
a shorter period), adjusted for recoveries 
of bad debts during such period, bears to 
(ii) the sum of the loans outstanding at 
the close of such 6 or fewer taxable years, 


or 

(B) The lower of— 

(i) The balance of the reserve at the 
close of the base year, or 

(ii) If the amount of loans outstanding 
at the close of the taxable year is less than 
the amount of loans outstanding at the 
close of the base year the amount which 
bears the same ratio to loans outstanding 
at the close of the taxable year as the 
balance of the reserve at the close of the 
base year bears to the amount of loans 
outstanding at the close of the base year. 


For purposes of this subparagraph, the 
term “base year” means the last taxable 
year beginning on or before July 11, 1969. 

(2) New financial institutions. In the 
case of any taxable year beginning not 
more than 10 years after the day before the 
first day on which a financial institution 
(or any predecessor) was authorized to do 
business as a financial institution described 
in subsection (a), the reasonable addition 
to the reserve for bad debts of such finan- 
cial institution shall not exceed the larger 
of the amount determined under para- 
graph (1) or the amount necessary to in- 
crease the balance of the reserve for bad 
debts at the close of the taxable year to 
the amount which bears the same ratio (as 
determined by the Secretary or his dele- 
gate) to loans outstanding at the close of 
the taxable year as (i) the total bad debts 
sustained by all institutions described in 
the applicable paragraph of subsection (a) 
during the 6 preceding taxable years (ad- 
justed for recoveries of bad debts during 
such period), bears to (ii) the sum of the 
loans by all such institutions outstanding 
at the close of such taxable years. 


[Sec. 586 as added by sec. 431(a), Tax 
Reform Act 1969 (83 Stat. 616) [Pub. L. 
91-172, 1969-3 C.B. 85]]. 

§ 1.586-1 Reserve for losses on loans 
of small business investment com- 
panies, etc. 

(a) General rule. As an alternative 
to a deduction from gross income un- 
der section 166(a) for specific debts 
which become worthless in whole or 
in part, a taxpayer which is a finan- 











ive 
in- 


bts 


an- 


cial institution to which section 586 
and this section apply is allowed a 
deduction under section 166(c) for a 
reasonable addition to a reserve for 
bad debts provided such financial in- 
stitution has adopted or adopts the 
reserve method of treating bad debts 
in accordance with paragraph (b) of 
§ 1.166-1. In the case of such a tax- 
payer, the amount of the reasonable 
addition to such reserve for a taxable 
year beginning after July 11, 1969, 
shall be an amount determined by the 
taxpayer which does not exceed the 
amount computed under § 1.586-2. A 
financial institution to which section 
586 and this section apply which 
adopts the reserve method is not en- 
titled to charge-off any bad debts 
pursuant to section 166(a) with re- 
spect to a loan (as defined in § 1.586- 
2(c)(2)). Except as provided by 
§ 1.586-2, regarding the manner of 
computation of the addition to the 
reserve for bad debts, the reserve for 
bad debts of a financial institution to 
which this section applies shall be 
maintained in the same manner as 
is provided by section 166(c) and the 
regulations thereunder with respect 
to reserves for bad debts. Except as 
provided by this section, no deduction 
is allowable for an addition to a re- 
serve for bad debts of a financial in- 
stitution to which section 586 and 
this section apply. For rules relating to 
deduction with respect to debts which 
are not loans (as defined in § 1.586-2 
(c)(2)), see section 166(a) and the 
regulations thereunder. 


(b) Application of section. Section 
586 and this section shall apply only to 
the following financial institutions— 


(1) Any small business investment 
company operating under the Small 
Business Investment Act of 1958 as 
amended and supplemented (72 Stat. 
689), and 


(2) Any business development cor- 
poration, which for purposes of this 
section, means a corporation which 
was created by or pursuant to an act 
of a State legislature for purposes of 


promoting, maintaining, and assisting 
the economy and industry within such 
State on a regional or statewide basis 
by making loans which would gen- 
erally not be made by banks (as de- 
fined in section 581 and the regula- 
tions thereunder) within such region 
or State in the ordinary course of their 
businesses (except on the basis of a 
partial participation), and which is 
operated primarily for such purposes. 


§ 1.586-2 Addition to reserve. 


(a) General rule. Except as pro- 
vided by paragraph (b), the amount 
computed under this section is the 
amount necessary to increase the bal- 
ance of the reserve for bad debts (as 
of the close of the taxable year) to the 
greater of— 


(1) The amount which bears the 
same ratio to loans outstanding at the 
close of the taxable year as (i) the 
total bad debts sustained during the 
taxable year and the 5 preceding tax- 
able years (or, with the approval of 
the Commissioner, a shorter period), 
adjusted for recoveries of bad debts 
during such period, bears to (ii) the 
sum of the loans outstanding at the 
close of such 6 or fewer taxable years, 
or 

(2) The lower of— 

(i) The balance of the reserve as 
of the close of the base year, or 

(ii) If the amount of loans out- 
standing at the close of the taxable 
year is less than the amount of loans 
outstanding at the close of the base 
year, the amount which bears the 
same ratio to loans outstanding at the 
close of the taxable year as the bal- 
ance of the reserve as of the close of 
the base year bears to the amount of 
loans outstanding at the close of the 
base year. 


For purposes of subparagraph (2) of 
this paragraph, the term “base year” 
means the last taxable year begin- 
ning on or before July 11, 1969. For 
purposes of applying this paragraph, 
a period shorter than the 6 years gen- 
erally would be appropriate only 
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where there is a change in the type of 
a substantial portion of the loans out- 
standing such that the risk of loss is 
substantially increased. For example, 
if the major portion of a business de- 
velopment corporation’s portfolio of 
loans changes from agricultural loans 
to industrial loans which results in a 
substantial increase in the risk of Joss, 
a period shorter than the 6 years may 
be appropriate. If approval is granted 
to use a shorter period, the experience 
for those taxable years which are 
excluded shall not be used for any 
subsequent year. A request for ap- 
proval to exclude the experience of 
a prior taxable year shall not be 
considered unless it is sent to the 
Commissioner at least 30 days before 
the close of the current taxable year. 
The request shall include a statement 
of the reasons such experience should 
be excluded. 

(b) New financial institutions—(1) 
Small business investment companies. 
In the case of a new financial institu- 
tion which is a small business invest- 
ment company to which section 586 
applies, the amount computed under 
this section is the greater of the 
amount computed under paragraph 
(a) of this section or the amount 
necessary to increase the balance of 
the reserve for bad debts as of the 
close of the taxable year to the amount 
which bears the same ratio to loans 
outstanding at the close of the taxable 
year as— 


(i) The total bad debts (as deter- 
mined by the Commissioner)  sus- 
tained by all such small business in- 
vestment companies during the 12- 
month period ending on March 31 
that ends with or within the taxpay- 
er’s previous taxable year, and during 
the five 12-month periods ending on 
March 31 that precede such 12-month 
period, adjusted for recoveries of bad 
debts during such periods (as deter- 
mined by the Commissioner) , bears to 

(ii) The sum of the loans outstand- 
ing (as determined by the Commis- 
sioner) by all such small business in- 
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vestment companies at the close of 
each of such six 12-month periods end- 
ing on March 31. 

(2) Business development corpora- 
tions. In the case of a new financial 
institution which is a business de- 
velopment corporation to which sec- 
tion 586 applies, the amount com- 

puted under this section is the greater 
of the amount computed under para- 
graph (a) of this section or the 
amount necessary to increase the bal- 
ance of the reserve for bad debts as 
of the close of the taxable year to the 
amount which bears the same ratio 
to loans outstanding at the close of the 
taxable year as— 

(i) The total bad debts (as deter- 
mined by the Commissioner)  sus- 
tained by all such business develop- 
ment corporations during the calendar 
year ending with or within the tax- 
payer’s previous taxable year and dur- 
ing the 5 calendar years preceding 
such calendar year, adjusted for re- 
coveries of bad debts during such 
period (as determined by the Com- 
missioner) , bears to 

(ii) The sum of the loans outstand- 
ing (as determined by the Commis- 
sioner) by all such business develop- 
ment corporations at the close of each 
of such 6 calendar years. 

(c) Definitions. For purposes of 
this section— 

(1) New financial institution. A fi- 
nancial institution is a new financial 
institution for any taxable year begin- 
ning less than 10 years after the day on 
which it (or any predecessor) was au- 
thorized to do business as a financial 
institution described in the applicable 
subparagraph of § 1.586-1(b). For 
this purpose, the term “predecessor”. 
means (i) any taxpayer which trans- 
ferred more than 50 percent of the 
total amount of its assets to the tax- 
payer and is described in the same sub- 
paragraph of § 1.586-1(b) which de- 
scribes the taxpayer, or (ii) any prede- 
cessor of such predecessor. 

(2) Loan. (i) The term “loan” 
means debt, as the term “debt” is used 


in section 166 and the regulations 
thereunder. 

(ii) The term “loan” does not in- 
clude the following items: 


(A) Discount or interest receivable 
reflected in the face amount of an out- 
standing loan, which discount or inter- 
est has not been included in gross in- 
come; 

(B) A debt evidenced by a security 
(as defined in section 165(g) (2) (C) 
and the regulations thereunder) ; and 

(C) Any loan which is entered into 
or acquired for the primary purpose of 
enlarging the otherwise available bad 
debt deduction. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved: 


WituiaM M. Go psTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed By the Office of the Federal Reg- 
ister on December 6, 1976, 8:45 a.m., 
and published in the issue of the Federal 
Register for December 7, 1976, 41 F.R. 
53480) 





Section 167.—Depreciation 
26 CFR 1.167(a)-1: Depreciation in gen- 


eral. 


(Also Section 163; 1.163-1.) 


Property acquired for cash and 
nonrecourse note. The liability on 
a nonrecourse interest bearing note 
given as a part of the purchase 
price of film distribution rights, 
whose value could not be shown to 
approximate the amount of the 
note, may not be included in the 
basis of the rights for depreciation 
purposes and no deduction is al- 
lowable for interest accrued on the 
note. 





Rev. Rul. 77-110° 


Advice has been requested concern- 
ing the allowance of deductions for 
depreciation and interest under the 
circumstances described below. 

On October 15, 1974, X, a limited 
partnership, acquired the rights to ex- 
hibit a completed motion picture in 
the United States from M, an unre- 
lated corporation. X uses the accrual 
method of accounting. The purchase 
agreement between X and M stated 
that the purchase price was 2,000x dol- 
lars. Pursuant to the agreement, X paid 
200x dollars on delivery of the film 
rights and gave a note to M in the 
face amount of 1,800x dollars. As col- 
lateral for the note, X gave M a secu- 
rity interest in the film rights and one- 
half the net receipts earned from ex- 
ploitation of the picture. The note was 
a non-negotiable note bearing interest 
at the annual rate of 4 percent with 
principal and interest due and payable 
on October 14, 1984. Prepayment of 
principal and interest was required to 
the extent of 50 percent of the net re- 
ceipts derived from distribution of the 
picture. 

Neither X nor any of the partners 
of X was personally liable for payment 
of the note. The sole recourse of M in 
the event of default was to the col- 
lateral securing the note. 

The motion picture had been pro- 
duced in a foreign country. M had 
acquired the United States exhibition 
rights from the foreign producer for 
200x dollars a few months before 
transferring the rights to X. 

X is unable to demonstrate that the 
fair market value of the acquired film 
rights at least approximated the 
amount of the nonrecourse obligation. 

The specific questions are (1) 
whether the basis of the film rights 
acquired by X includes the amount of 
the note and (2) whether interest 
accrued on the note is deductible by 
xX. 

Section 167(a) of the Internal Rev- 


1 Also released as News Release I.R.-1781, dated 
March 25, 1977. 
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enue Code of 1954 allows as a depre- 
ciation deduction a reasonable allow- 
ance for the exhaustion, wear and tear 
(including a reasonable allowance for 
obsolescence) of property used in the 
trade or business or of property held 
for the production of income. 

Section 167(g) of the Code pro- 
vides that the basis on which exhaus- 
tion, wear and tear, and obsolescence 
are to be allowed in respect of any 
property shall be the adjusted basis 
provided in section 1011 for the pur- 
pose of determining the gain on the 
sale or other disposition of the prop- 
erty. 

Section 1011(a) of the Code pro- 
vides that, in general, the adjusted 
basis for determining gain or loss from 
the sale or other disposition of prop- 
erty, whenever acquired, shall be the 
basis determined under section 1012, 
adjusted as provided in section 1016. 

Section 1012 of the Code provides 
that, in general, the basis of property 
shall be its cost. 

Section 163(a) of the Code allows 
as a deduction all interest paid or 
accrued within the taxable year on 
indebtedness. 

In Crane v. Commissioner, 331 U.S. 
1 (1947), 1947-1 C-B. 97, the Su- 
preme Court of the United States held 
that the basis of improved real prop- 
erty acquired from a decedent and 
subject to a nonrecourse mortgage is 
equal to the amount of the mortgage 
obligation plus any equity above the 
amount of the obligation and that the 
sales price of such property includes 
the amount of any nonrecourse obliga- 
tion assumed by the purchaser. The 
Court based its decision upon the or- 
dinary meaning of the term “prop- 
erty” which was used in the applicable 
basis provision of the Internal Reve- 
nue Code of 1939 and upon “the re- 
ality that an owner of property, mort- 
gaged at a figure less than that at 
which property will sell, must and will 
treat the conditions of the mortgage 
exactly as if they were his personal 
obligations.” If the value of the prop- 
erty is less than the amount of the 


note, however, the owner will not have 
this economic incentive to treat the 
obligation as if it were a personal ob- 
ligation. 


In addition, an obligation, the pay- 
ment of which is so speculative as to 
create a contingent liability, cannot be 
included in the basis of the property. 
Denver & Rio Grande Western R. R. 
Co. v. United States, 505 F.2d 1266 
(Ct. Cl. 1974) ; Columbus and Green- 
ville Railway Co., 42 T.C. 834 (1964), 
aff'd per curiam, 358 F.2d 294 (5th 
Cir. 1966); and Albany Car Wheel 
Co., 40 T.C. 831 (1963), aff'd per 
curiam, 333 F.2d 653 (2d Cir. 1964). 


An indebtedness, for purposes of 
section 163(a) of the Code, has been 
defined as an unconditional and le- 
gally enforceable obligation for the 
payment of money. Autenreith v. 
Commissioner, 115 F.2d 856 (3d Cir. 
1940). An obligation that is contin- 
gent is not an indebtedness with re- 
spect to which interest paid or accrued 
may be deducted. Burlington-Rock Is- 
land R. R. Co. v. United States, 321 
F.2d 817 (5th Cir. 1963), cert. de- 
nied, 377 U.S. 943 (1964). See also 
Estate of Franklin v. Commissioner, 
544 F.2d 1045 (9th Cir. 1976), aff’g 
64 T.C. 752 (1975), in which the 
court denied deductions for interest on 
a nonrecourse note, stating that “[flor 
debt to exist, the purchaser, in the 
absence of personal liability, must con- 
front a situation in which it: is pres- 
ently reasonable from an economic 
point of view for him to make a capi- 
tal investment in the amount of the 
unpaid purchase price.” 


The fair market value of property 
is the price at which the property 
would change hands between a willing 
buyer and a willing seller, neither be- 
ing under any compulsion to buy or 
sell and both having a reasonable 
knowledge of relevant facts. The 
amount of income an asset might pro- 
duce over its useful life is not in itself 
the fair market value of the property. 
In the present case, X has failed to 
demonstrate that the fair market value 
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of the films at least approximated the 
amount of the nonrecourse note. 

Accordingly, the liability created by 
the nonrecourse note given by X to M 
may not be included in the basis of the 
film rights and no deduction is allow- 
able in respect of interest accrued on 
the note. 


The cash investment of 200x dollars 
made by X is includible in the basis 
of the film rights and may be amor- 
tized under section 167(a) of the Code 
if the film is used in a trade or busi- 
ness or held for the production of ‘in- 
come and if the other requirements of 
section 167 and the regulations there- 
under are satisfied. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after De- 
cember 31, 1970. 
(Also Section 446; 1.446-1.) 
Depreciation; change in method; 
CLADR vintage accounts. A public 
utility that uses the flow through 
method of accounting may change, 
under the CLADR system, its meth- 
od of depreciating its 1975 vintage 
accounts on its 1976 tax return 
from the double declining balance 
method to the sum of the years- 
digits method since such a change 
results in a smaller depreciation 
expense. However, the public util- 
ity may not similarly change its 
method of depreciating its 1971 
through 1974 vintage accounts 
since such a change would result in 
a greater depreciation expense. 


Rev. Rul. 77-9 


Advice has been requested whether, 
under the circumstances described be- 
low, a public utility, may change its 
method of depreciation on its 1976 
Federal income tax return from the 
double declining balance method to 
the sum of the years-digits method for 
its 1971 through 1975 vintage accounts 
under the provisions of the class life 
asset depreciation range (CLADR) 
system. 
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The taxpayer is a public utility en- 
gaged in the generation, transmission, 
distribution, and sale of electricity, 
whose rates are subject to regulation 
by the Public Utility Commission of 
state X. 

The taxpayer uses the flow-through 
method of accounting to compute its 
tax expense to reflect operating results 
in its regulated books of account as 
described in section 167(1) (3) (H) of 
the Internal Revenue Code of 1954. 
The taxpayer’s applicable 1968 meth- 
od of depreciation under the provi- 
sions of section 167(1) (2) (C) was the 
double declining balance method; this 
method was used on its latest tax re- 
turn filed before August 1, 1969. The 
double declining balance method was 
continued through 1975 on its tax re- 
turns. 

The taxpayer, in accordance with 
section 1.167(a)-11(c) (1) (iii) (a) of 
the Income Tax Regulations, seeks to 
change from the double declining bal- 
ance method to the sum of the years- 
digits method of depreciation on its 
1976 tax return for its 1971 through 
1975 vintage accounts. The taxpayer’s 
depreciation expense for the year 1976 
with respect to its 1975 vintage ac- 
counts would be less when computed 
under the sum of the years-digits 
method than under the double declin- 
ing balance method of depreciation. 
However, for its 1971 through 1974 
vintage accounts the depreciation ex- 
pense would be greater. 

Section 1.167(a)-11(c) (1) (iii) (a) 
of the regulations provides in part that 
during the asset depreciation period 
for a vintage account, a taxpayer is 
permitted to change from a declining 
balance method of depreciation to the 
sum of the years-digits method of de- 
preciation with respect to such ac- 
count. 

Section 1.167(1)-1(d) (2) specifies 
the method of depreciation that may 
be applied to “post-1969 public utility 
property.” It limits a taxpayer who 
used a flow-through method of regu- 
lated accounting for its July 1969 


regulated accounting period for prop- 
erty of the same kind most recently 
placed in service to a choice between 
a “subsection (1) method” or the 
“applicable 1968 method.” Section 
1.167(1)-1(f) provides that the term 
“subsection (1) method” does not in- 
clude any declining balance method or 
sum of the years-digits method. 

Section 1.167(1)-1(e)(1) of the 
regulations states, in part, that the 
term “applicable 1968 method” means 
with respect to any public utility prop- 
erty, for the year of change and subse- 
quent years, a method of depreciation 
otherwise allowable under section 167 
of the Code to which the taxpayer 
changes from an applicable 1968 
method, if such new method results in 
a lesser allowance for depreciation for 
such property under section 167 in the 
year of change and the taxpayer se- 
cures the Commissioner’s consent to 
the change in accordance with the pro- 
cedures of section 446(e) and section 
1.446-1. 

Section 1.446-1(e)(2) (i) of the 
regulations provides, in part, that 
when a taxpayer changes its method 
of accounting, the taxpayer shall, be- 
fore computing income upon such new 
method for purposes of taxation, se- 
cure the consent of the Commissioner, 
except as otherwise expressly provided 
in chapter 1 of the Code and regula- 
tions thereunder. _ 

Since the taxpayer proposes to 
change from a faster depreciation 
method to a slower method of depre- 
ciation on its 1976 tax return, which 
results in a lesser allowance for de- 
preciation under the new method of 
depreciation for its 1975 vintage ac- 
counts, such a change of accounting 
will be permitted in accordance with 
section 1.167(1)-1(e) (1) of the regu- 
lations and will not require the con- 
sent of the Commissioner pursuant to 
section 1.446-1(e) (2) (i) and section 
1.167(a)-11(c) (1) (iii) (a). However, 
for the taxpayer’s 1971 through 1974 
vintage accounts, a proposed change 
from a slower method of depreciation 





to a faster method of depreciation, re- 
sulting in a greater allowance for de- 
preciation, is not permitted under the 
specific provisions of section 1.167 (1) - 
1(e) (1), notwithstanding the general 
provisions of section 1.167(a)-11(c) 
(1) (aii) (a). 

Accordingly, the taxpayer is allowed 
to change on its 1976 tax return from 
the double declining balance method 
of depreciation to the sum of the years- 
digits method of depreciation for its 
1975 vintage accounts. However, the 
taxpayer in the instant case is not 
allowed to change from the double de- 
clining balance method of depreciation 
to sum of the years-digits method of 
depreciation for its 1971 through 1974 
vintage accounts. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation rane 
for property placed in service after Decem- 
ber 31, 1970. 

Class life asset depreciation 
range system; alumina plants. The 
assets used by a taxpayer at alu- 
mina plants in the processing of 
bauxite ore into primary aluminum, 
including those used in chemical 
processes, are classified in asset 
guideline class 33.2, Manufacture 
of Primary Nonferrous Metals, in 
Rev. Proc. 77-10. Assets required 
to process alumina for use in activi- 
ties other than those required to 
produce primary aluminum should 
be classified in other guideline 
classes. 


Rev. Rul. 77-63 


Advice has been requested whether 
the assets used by a taxpayer at alu- 
mina plants are classified in asset 
guideline class 33.2—Manufacture of 
Primary Nonferrous Metals, under 
Rev. Proc. 77-10, page 548, this Bul- 
letin. 

The taxpayer is a fully integrated 
corporation that mines bauxite, pro- 
duces alumina and uses such alumina 
in the production of semifinished and 
finished aluminum products. 
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The taxpayer’s alumina plants pro- 
duce various forms of hydrated, par- 
tially dehydrated, and anhydrous 
alumina products. A minor part of the 
taxpayer’s alumina is sold to other 
industries for various uses. 


All plants utilize the Bayer process 
to refine bauxite. Some plants use a 
combination process, which includes 
all phases of the Bayer process with 
additional processing to recover trace 
amounts of soda and alumina that 
would otherwise be lost with Bayer 
process waste. The mined ore (baux- 
ite) is refined chemically by dissolving 
the bauxite ore in a strong, hot caus- 
tic soda solution. The unwanted con- 
stituents do not dissolve, but remain 
as a mud that can be removed by 
settling and filtration. The alumina is 
recovered from the remaining solution 
by crystallization in huge tanks called 
precipitators. The precipitated alu- 
mina is then sized, washed, and cal- 
cined to remove water. The solids 
(red mud) remaining after filtering 
are sintered with limestone and soda 
ash to recover a sodium aluminate 
solution that is returned to the digest- 
ers for processing through the re- 
maining steps of the refining process. 

A portion of the washed alumina 
may be left in the trihydrate form for 
chemical uses or may be further proc- 
essed under controlled conditions to 
produce a variety of chemical alumi- 
nas. 

The processes result in the produc- 
tion of aluminum oxide and aluminum 
hydroxide. Both of these are either 
used as finished chemical products by 
customers, or used further in the 
manufacture of aluminum salts or 
inorganic chemicals containing alumi- 
num. Most of the aluminum oxide 
(alumina) is electrolytically smelted 
to produce molten aluminum metal. 
This molten metal is cast into ingots 
for further fabrication. 

The question is whether the pro- 
duction of alumina, in part, by chemi- 
cal processes precluded classification 
of the assets used to produce alumina 


under Guideline Class 33.2—Manu- 
facture of Primary Nonferrous Metals. 

Section 1.167(a)-11 of the Income 
Tax Regulations provides an asset de- 
preciation range and class life system 
for determining the reasonable allow- 
ance for depreciation of designated 
classes of assets placed in service after 
December 31, 1970. Rev. Proc. 77-10 
prescribes asset guideline classes and 
periods and depreciation ranges re- 
ferred to in section 1.167(a)-11(b) 
(4). 

Rev. Proc. 77-10 generally provides 
a single asset guideline class for the 
primary activity of each industry. 
Asset guideline class 33.2—Manufac- 
ture of Primary Nonferrous Metals, 
includes assets used in the smelting, 
refining and electrolysis of nonferrous 
metals from ore, pig, or scrap. 

The asset guideline classes of Rev. 
Proc. 77-10, and amendments thereto, 
have been set up to cover broad seg- 
ments of industry. The production of 
the primary metal aluminum is the 
function of the aluminum industry. 
Alumina is produced from bauxite 
and is subsequently smelted into pri- 
mary aluminum. The primary nonfer- 
rous metals asset guideline class con- 
tains assets used in the production 
of aluminum whether starting from 
bauxite ore or from alumina. 


The chemical process used at the 
taxpayer's bauxite refining plant to 
produce alumina is an integral part 
of the refining of the nonferrous 
metal. 

Accordingly, inasmuch as_ the 
chemical process in the instant case is 
an integral part of the refining of the 
nonferrous metal, all of the assets used 
by the taxpayer in the processing of 
the bauxite ore into primary alumi- 
num, including those used in the 
chemical process described above, are 
classified in asset guideline class 33.2 
—Manufacture of Primary Nonfer- 
rous Metals, of Rev. Proc. 77-10. As- 
sets required to process the alumina 
for use in activities other than those 
required to produce the basic metal, 
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primary aluminum, should be classi- 
fied in other asset guideline classes. 


Further, the same analysis applies 
to the application of Rev. Proc. 62-21, 
1962-2 C.B. 418, which provides 
guideline classes and class lives for 
certain groups of assets for years pre- 
ceding years for which Rev. Proc. 
77-10 is applicable. Therefore, the 
taxpayer’s assets used in processing 
bauxite ore into primary aluminum 
are classified in Group Three, Class 
19(b)—Primary Nonferrous Metals, 
of Rev. Proc. 62-21, for the years that 
the taxpayer elected to apply the pro- 
visions of that Revenue Procedure. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after Decem- 
ber 31, 1970. 


Asset guideline classes, depreciation peri- 
ods and ranges, and repair allowance per- 
centages under the Class Life Asset Depre- 
ciation Range (CLADR) System for assets 
used in the Pulp and Paper Industry. See 
Rev. Proc. 77-2, page 534. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after Decem- 
ber 31, 1970. 


Asset guideline classes, guideline periods, 
depreciation range, and guideline class re- 
pair allowances percentages under the Class 
Life Asset Depreciation Range (CLADR) 
System for assets included in “Land Im- 
provements”, asset guideline class 00.3 and 
asset guideline classes that include certain 
types of section 1250 property. See Rev. 
Proc. 77-3, page 535. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after Decem- 
bér 31, 1970. ; 


Asset guideline classes, guideline periods, 
depreciation ranges, and guideline class re- 
pair allowance percentages under the Class 
Life Asset Depreciation Range (CLADR) 
System for assets used in the manufacture 
of aerospace and electronic products. See 
Rev. Proc. 77-8, page 541. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after De- 
cember 31, 1970. 


Asset guideline classes, guideline periods, 
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depreciation ranges, and guideline class 
repair allowance percentages under the 
Class Life Asset Depreciation Range 
(CLADR) System. See Rev. Proc. 77-10 
page 548. 


26 CFR 1.167(a)-11: Depreciation based 
on class lives and asset depreciation ranges 
for property placed in service after Decem- 
ber 31, 1970. 


Asset guideline class, guideline period, 
depreciation range, and guideline class re- 
pair allowance percentage under the Class 
Life CLADR System for assets in ‘‘Substi- 
tute Natural Gas—Coal Gasification,” asset 
guideline class 49.223. See Rev. Proc. 77- 
14, page 571. 


26 CFR 1.167(a)-12: Depreciation based 
on class lives for property first placed in 
service before January 1, 1971. 

Class life system; abnormal re- 
tirement. In determining the ad- 
justed basis of abnormally retired 
assets put into service prior to 
1971 by a public utility, which 
elected to use the class life system 
of computing depreciation for the 
years 1971 through 1974, depreci- 
ation to be taken into account for 
the period after 1970 is determined 
by assuming that the class life is 
the average expected useful life of 
the assets in the composite ac- 
count, and depreciation prior to 
1971 is based on the individual 
lives of the assets; Rev. Rul. 74- 
114 clarified. 


Rev. Rul. 77-10 


Advice has been requested regard- 
ing depreciation to be taken into ac- 
count in determining the adjusted 
basis for abnormal retirements from a 
public utility composite account, under 
the circumstances described below. 

The taxpayer is a public utility en- 
gaged in the production, purchase, dis- 
tribution, and sale of electricity and 
gas. The taxpayer owned and oper- 
ated a manufactured gas production 
plant. All of the plant assets were 
placed in service prior to January 1, 
1971, and the taxpayer elected to use 
the class life system under section 
1.167(a)-12 of the Income Tax Regu- 


lations for the taxable years 1971 
through 1974. The taxpayer used a 
composite guideline class for all of the 
depreciable assets under the provisions 
of Rev. Proc. 62-21, 1962-2 C.B. 418, 
Rev. Proc. 64-21, 1964-1 C.B. 685, 
and Rev. Proc. 72-10, 1972-1 C.B. 
721. 

The entire plant was retired in the 
taxable year 1974 under such circum- 
stances that the retirement was an ab- 
normal one within the meaning of sec- 
tion 1.167(a)-8(b) of the regulations. 

Section 1.167(a)-8(b) of the regu- 
lations provides, in part, that a retire- 
ment may be abnormal if the asset is 
withdrawn at a time earlier than the 
range of years taken into consideration 
in fixing the depreciation rate, or the 
asset has lost its usefulness suddenly as 
the result of extraordinary obsoles- 
cence. 

Section 1.167(a)-8(c)(3) of the 
regulations provides, in part, that, in 
the case of an abnormal retirement 
from a multiple asset account, the ad- 
justment for depreciation allowed or 
allowable shall be made at the rate 
that would have been proper had the 
asset been depreciated in a single asset 
account (under the method of depre- 
ciation used for the multiple asset ac- 
count) and using a rate based upon 
either the average expected useful life 
or the maximum expected useful life 
of the asset, depending upon the 
method of determining the rate of de- 
preciation used in connection with the 
multiple asset account. 

Section 1.167(a)-12(a)(1) of the 
regulations provides, in part, for an 
elective class life system for determin- 
ing the reasonable allowance for de- 
preciation for certain classes of assets 
for taxable years ending after Decem- 
ber 31, 1970. The system applies only 
to assets placed in service before Janu- 
ary 1, 1971. 

Section 1.167(a)-12(b) (3) (iii) of 
the regulations provides that an elec- 
tric or gas utility, which in accordance, 
with Rev. Proc. 64-21, used a com- 
posite guideline class basis for applying 





Rev. Proc. 62-21 for its last taxable 
year prior to January 1, 1971, may 
apply Rev. Proc. 72-10 and section 
1.167(a)-12 on the basis of such com- 
posite asset guideline class determined 
as provided in Rev. Proc. 64-21. For 
the purpose of section 1.167 (a) -12, all 
property in the composite guideline 
class shall be treated as included in a 
single asset guideline class. 

Section 1.167(a)-12(d) (2) (i) of 
the regulations states, in part, that the 
provisions of this subparagraph and 
section 1.167(a) -8 apply to retirements 
of qualified property to which the tax- 
payer elects to apply 1.167(a)-12 for 
the taxable year. 

Section 1.167(a)-12(d) (2) (ii) of 
the regulations provides that, in de- 
termining the adjusted basis of assets 
retired in the case of a taxpayer who 
depreciates qualified property in a 
multiple asset account conforming to 
the asset guideline class at a rate based 
on the class life in accordance with 
section 1.167(a)-12(a) (5) (ii) (a), 
section 1.167(a)-8(c) (relating to 
basis of assets retired) shall be applied 
by assuming that the class life is the 
average expected useful life of the 
assets in the account. 


Since the taxpayer elected to com- 
pute depreciation after 1970 under the 
class life system, section 1.167(a)- 
8(c)(3) of the regulations must be 
read in light of section 1.167(a)- 
12(b) (3) (iii) and section 1.167(a)- 
12(d) (2) (ii) in computing the ad- 
justment for depreciation allowed or 
allowable after 1970 for purposes of 
determining the adjusted basis for 
gain or loss of the abnormally retired 
assets. Accordingly, in determining the 
adjusted basis of the abnormally re- 
tired assets in the instant case, accruals 
of depreciation to be taken into ac- 
count for the period of time that the 
class life system was effective (i.e., 
after December 31, 1970) are to be 
determined in accordance with the 
provisions of section 1.167 (a) -8(c) (3) 
applied by assuming that the class life 
is the average expected useful life of 
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the assets in the composite account. 
However, since it was not the intent of 
section 1.167(a)-12 to apply this rule 
retroactively to pre-1971 depreciation 
in determining adjusted basis for gain 
or loss, accruals of depreciation to be 
taken into account for the period of 
time prior to January 1, 1971, in de- 
termining the adjusted basis of the 
abnormally retired assets, are to be de- 
termined based on the individual lives 
of the assets within the class in accord- 
ance with the provisions of section 
1.167(a)-8(c) (3), and Rev. Rul. 74- 
114, 1974-1 C.B. 56. 


Rev. Rul. 74-114 involves the deter- 
mination of depreciation for assets ab- 
normally retired prior to 1971, when 
Rev. Proc. 62-21 was used to compute 
depreciation, and states, in part, that a 
taxpayer electing to use the class life 
system under section 1.167(a)-12 of 
the regulations is to determine depre- 
ciation allowable for assets retired 
after 1970 in accordance with section 
1.167 (a) -12(d) (2) (ii). Rev. Rul. 74- 
114 is clarified concerning the depre- 
ciation allowable for abnormally re- 
tired assets where depreciation was ac- 
crued prior to 1971 in accordance with 
Rev. Proc. 62-21 and Rev. Proc. 64-21, 
and after 1970 on the basis of section 
1.167(a)-12 and Rev. Proc. 72-10. 


26 CFR 1.167(j)-2: Depreciation of new 
section 1250 property. 


Whether certain relocatable classroom 
units are “section 1250 property” so that 
only the methods of depreciation prescribed 
in section 167(j)(1) are allowable. See 
Rev. Rul. 77-21, page 251. 





Section 169.—Amortization of 
Pollution Control Facilities 


26 CFR 1.169-4: Time and manner of 
making elections. 


Appropriate year for recomputation of 

e investment credit previously taken on 
a pollution control facility that was amor- 
tized under section 169 of the Code. See 
Rev. Rul. 77-76, page 4. 


Section 170.—Charitable, Etc., 
Contributions and Gifts 


26 CFR 1.170A-1: Charitable, etc., contri- 
butions and gifts; allowance of deduction. 
Charitable contributions; _re- 
tained timber or mineral rights. A 
gift of timber land to a charitable 
organization for transfer to the 
U.S. for use as a wildlife preserve 
is not disallowed under section 
170(f)(3)(A) of the Code by the 
grantor’s retention of mineral or 
timber rights that can be exercised 
only upon the remote possibility of 
approval of the Government. 


Rev. Rul. 77-148 


Advice has been requested concern- 
ing the deductibility under section 170 
of the Internal Revenue Code of 1954 
of a donation of real property to a 
charitable organization under the cir- 
cumstances described below. 

A corporation manufactures wood 
products and owns extensive tracts 
of timberland in the United States. 
The corporation transferred one of 
these tracts by deed of gift to an orga- 
nization whose purpose is to promote 
the preservation of wilderness areas. 
The organization is described in sec- 
tion 170(c) (2) of the Code, is exempt 
under section 501(c) (3), and is not 
a private foundation within the mean- 
ing of section 509. Pursuant to a pre- 
arranged agreement among all the 
parties involved, the organization 
deeded the property to the United 
States, which planned to use it as a 
wildlife preserve. 

The deed of gift from the organiza- 
tion to the United States refers to the 
prior conveyance from the corpora- 
tion to the organization and stipulates 
that the conveyance from the orga- 
nization to the United States is made 
subject to certain restrictions and res- 
ervations regarding the removal of 
timber and gas and oil set forth in the 
deed from the corporation to the orga- 
nization. 

In the deed conveying the timber- 
land from the corporation to the orga- 
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nization there is a right of reverter of 
all timber rights to the corporation 
if at any time during a period of 90 
years beginning with the conveyance 
the grantee offers for sale, attempts to 
sell, or otherwise disposes of timber 
of any kind. Likewise, the deed from 
the organization to the United States 
prohibits the grantee from removing 
or disturbing timber, except in rea- 
sonable amounts for the management 
and enhancement of the property. 

Furthermore, with respect to the 
mineral rights, the deed from the 
corporation to the organization re- 
serves to the corporation the right to 
explore for and extract any oil or 
gas on the property. These mineral 
rights are exercisable only upon an 
express advance finding in writing by 
the Secretary of the Interior of the 
United States that such exploration 
and extraction is “in the national in- 
terest,” and then, only to the extent 
specified by the Secretary. There were 
no known deposits of oil or gas on 
the land at the time of the contribu- 
tion. 

Section 170 of the Code provides, 
subject to certain limitations, a de- 
duction for gifts and contributions to 
or for the use of organizations de- 
scribed in section 170(c), payment 
of which is made within the taxable 
year. 


Section 170(c)(1) of the Code 
provides, in part, that the term “char- 
itable contribution” means a contribu- 
tion or gift to or for the use of the 
United States. 

Section 170(c)(2) of the Code 
provides, in part, that the term “char- 
itable contribution” means a contribu- 
tion or gift to or for the use of a 
corporation, trust, or community chest, 
fund, or foundation organized and 
operated exclusively for religious, 
charitable, scientific, literary, or edu- 
cational purposes. 

Section 1.170A-1(e) of the Income 
Tax Regulations provides, in part, 
that, if an interest in property passes 
to, or is vested in, charity on the date 
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of the gift and the interest would be 
defeated by the subsequent perform- 
ance of some act or the happening of 
some event, the possibility of occur- 
rence of which appears on the date of 
the gift to be so remote as to be 
negligible, a deduction is allowable. 
For example, a gift of land made to a 
city as a public park is deductible if, 
' on the date of the gift, the city does 
plan to use the land as a public park 
and the possibility that the city will 
not use the land for a public park is 
so remote as to be negligible. 


Section 170(f) (3) (A) of the Code 
provides that generally no deduction 
is allowed under section 170 for any 
charitable contribution, not made by 
a transfer in trust, that consists of less 
than the donor’s entire interest in the 
property transferred. However, under 
section 1.170A-7(a)(3) of the regu- 
lations, a deduction is not disallowed 
under section 170(f)(3)(A) merely 
because the interest that passes to, or 
is vested in, the charity may be de- 
feated by the performance of some act 
or the happening of some event, if 
on the date of the gift it appears that 
the possibility that such act or event 
will occur is so remote as to be negli- 


gible. 


In this case, the right to use the 
property as a wildlife preserve could 
be restricted by the corporation’s exer- 
cise of its timber or mineral rights. 
However, the corporation’s only right 
to the timber is a mere right of reverter 
that may be invoked only in the event 
the grantee attempts to dispose of the 
trees or timber. Further, the corpora- 
tion has no power to exploit the oil or 
gas rights on the deeded tract in the 
absence of an express advance finding 
in writing by the Secretary of the In- 
terior that exploitation of such right 
is “in the national interest,’ and then, 
only to the extent specified by the 
Secretary. 


Thus, in effect, the corporation’s 
exercise of its mineral or timber rights 
is conditioned upon the approval of 
the ultimate donee, the United States 
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Government. The possibility that it 
will grant such approval is so remote 
as to be negligible, since, on the date 
of the gift, the United States planned 
to use the property as a wildlife pre- 
serve. 


Accordingly, the fair market value 
of the real property donated by the 
corporation is deductible as a chari- 
table contribution under the provi- 
sions of section 170 of the Code, sub- 
ject to the limitations contained there- 
in. 


26 CFR 1.170A-1: Charitable etc., con- 
tributions and gifts; allowance of deduc- 
tion. 


Extension of section 508(b) reliance 
period for community trusts. See Rev. 
Proc. 77-20, page 585. 


26 CFR 1.170A-1: Charitable, etc., contri- 
butions and gifts; allowance of deduction. 


Procedures of the Service with respect to 
initial and continuing qualification of or- 
ganizations to which section 7428 of the 
Code, Declaratory Judgments Relating to 
Status and Classification of Organizations 
Under Section 501(c)(3), etc., applies. 
See Rev. Proc. 77-21, page 586. 


26 CFR 1.170A-1: Charitable, etc., con- 
tributions and gifts; allowance of deduc- 
tion. 


The Federal income tax treatment of 
proceeds received by a race track corpora- 
tion on a charity day and subsequently 
paid over to a charitable organization. See 
Rev. Rul. 77-121, page 17. 


26 CFR 1.170A-1: Charitable, etc., con- 
tributions and gifts; allowance of deduc- 
tion. 


Whether revenues generated by a race 
track corporation on charity days dnd sub- 
sequently paid over to a charitable orga- 
nization are deductible as charitable con- 
tributions. See Rev. Rul. 77-124, page 39. 


26 CFR 1.170A-8: Limitations on char- 
itable deductions by individuals. 
Charitable contribution of capi- 
tal gain property; election; amended 
return. A taxpayer whose contribu- 
tions of capital gain property were 
deducted on a timely filed return 


and were limited to 30 percent of 
the taxpayer’s contribution base 
may not elect to deduct contribu- 
tions of capital gain property up to 
the 50 percent limitation of section 
170(b)(1)(A) of the Code on an 
amended return filed after the due 
date for filing the original return. 


Rev. Rul. 77-217 


Advice has been requested whether 
an individual may elect to deduct 
charitable contributions of “capital 
gain property” up to 50 percent of 
the individual taxpayer’s “contribu- 
tion base” on an amended income tax 
return filed after the due date of the 
individual’s original income tax return. 


In 1976 an individual taxpayer 
made charitable contributions to an 
organization described in section 170 
(b)(1)(A) of the Internal Revenue 
Code of 1954 of “capital gain prop- 
erty” as defined in section 170(b) (1) 
(D) (iv) (section 170(b)(1)(D) is 
redesignated as section 170(b) (1) (C) 
by the Tax Reform Act of 1976 for 
years beginning after December 31, 
1976). The contributions were de- 
ducted on the taxpayer’s timely filed 
1976 Federal income tax return and 
were limited to 30 percent of the tax- 
payer’s “contribution base” (adjusted 
gross income computed without regard 
to any net operating loss carryback to 
the taxable year under section 172) 
as required by section 170(b) (1) (D) 
(i). The total contributions of capital 
gain property made during 1976 were 
in excess of the 30 percent limitation 
of section 170(b) (1) (D) (i) and this 
excess was available for carryover to 
succeeding years under section 170(d) 
(1). 

After the due date of the taxpayer’s 
1976 income tax return, the taxpayer 
filed an amended income tax return 
for 1976 and elected to deduct contri- 
butions of capital gain property up to 
the 50 percent limitation of section 
170(b)(1)(A) of the Code reduced 
by 50 percent of the amount of gain 
that would have been long-term capi- 
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tal gain if the property contributed 
had been sold by the taxpayer at its 
fair market value (determined at the 
time of contribution), computed in 
accordance with the provisions of sec- 
tion 170(b) (1) (D) (iii). The state- 
ment required under section 1.170A-8 
(d) (2) (iii) of the Income Tax Regu- 
lations when electing the 50 percent 
limitation for contributions of capital 
gain property was attached to the 
amended return. 

Under section 170(b) (1) (D) (iii) 
of the Code, the contributor of capital 
gain property otherwise subject to the 
30 percent ceiling may elect (at such 
time and in such manner as the Secre- 
tary prescribes by regulations) to have 
the 50 percent ceiling of section 170 
(b)(1)(A) apply to such property 
provided that the taxpayer also re- 
duces the amount of the charitable 
contribution of the capital gain prop- 
erty by 50 percent of the gain that 
would have been long-term capital 
gain if the property had been sold by 
the individual at its fair market value 
(determined at the time of such contri- 
bution). The rules for reducing the 
fair market value of appreciated prop- 
erty contributed to charity are con- 
tained in section 170(e)(1)(B) and 
the regulations thereunder. 

Section 170(b)(1)(D) (iv) of the 
Code provides, in part, that for pur- 
poses of section 170(b)(1)(D), the 
term “capital gain property” means, 
with respect to any contribution, any 
capital asset the sale of which at its 
fair market value at the time of the 
contribution would have resulted in 
gain that would have been long-term 
capital gain. 

Under section 1.170A-8(d) (2) (iii) 
of the regulations, the election to have 
the 50 percent ceiling (rather than the 
30 percent ceiling) apply and to re- 
duce the fair market value of the capi- 
tal gain property must be made by 
attaching a statement to the “income 
tax return for the election year” indi- 
cating that the election is being made. 

Rev. Rul. 73-467, 1973-2 C.B. 66, 


holds that for purposes of section 
1.167(e)-1(b) of the regulations, re- 
lating to a change from the declining 
balance method of depreciation to the 
straight line method made by attach- 
ing a statement to the taxpayer’s re- 
turn for the taxable year in which the 
change is made, the phrase “return 
for the taxable year” reasonably con- 
templates the original return filed by 
the taxpayer and does not contem- 
plate an amended return filed after 
the due date for the filing of the re- 
turn for the taxable year involved. 
Similarly, Rev. Rul. 72-311, 1972-1 
C.B. 398, holds that the term “return” 
referred to in section 6511 of the 
Code, relating to the period of limita- 
tions for filing a claim for credit or 
refund, means the original return and 
not an amended return. 


Thus, the phrase “income tax re- 
turn for the election year” as used in 
section 1.170A-8(d) (2) (iii) of the 
regulations means the original return 
filed by the taxpayer for the election 
year and does not include an amended 
return filed after the due date for fil- 
ing the original return. 

Furthermore, in Pacific National 
Co. v. Welch, 304 U.S. 191 (1938), 
1938-1 C.B. 274, the Supreme Court 
of the United States considered the 
question of whether a taxpayer having 
filed a return reporting income from 
installment sales under the deferred 
payment method, was entitled to have 
such income recomputed under the 
installment method after the time for 
filing returns had expired. The tax- 
payer reported its income using one 
method and subsequently sought a re- 
fund based on a computation under 
the other method. The court noted 
that the taxpayer could have reported 
income on its original return under 
either method. However, having 
chosen one method, the Court ruled, 
the taxpayer thereby made an election 
that became binding upon expiration 
of the time allowed for filing a return. 


Accordingly, in the instant case, 
since the election under section 170 
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(b) (1) (D) (iii) of the Code was 
made on an amended return filed 
after the due date for filing a return 
and not on the taxpayer’s original re- 
turn, the taxpayer may not elect to 
deduct charitable contributions of 
capital gain property up to the 50 
percent limitation of section 170(b) 
(1) (A). Therefore, in 1976 the char- 
itable contributions deduction is lim- 
ited to 30 percent of the taxpayer’s 
contribution base as required by sec- 
tion 170(b) (1) (D) (i). 


26 CFR 1.170A-9: Definition of section 
170(b)(1)(A) organization. 
(Also Section 507; 1.507-2.) 


T.D. 7465 


TITLE 26—INTERNAL REVE- 
NUE—CHAPTER I. SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Communty trust’s governing body; 
effect of restrictions and conditions 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washingion, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


By notice of proposed rule making 
appearing in the Federal Register for 
November 17, 1976 (41 F.R. 50698), 
amendments to Income Tax Regula- 
tions (26 CFR Part 1) were proposed 
under section 170(b)(i)(A) of the 
Internal Revenue Code of 1954, re- 
lating to the definition of a community 
trust, and section 507(b)(1) of the 
Code, relating to the termination of 
private foundation status. After con- 
sideration of all such relevant matter 
as was presented by interested persons 
regarding the rules proposed, certain 
changes were made, and the proposed 
amendments of the regulations, sub- 
ject to the changes, are adopted by 
this document. 
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These final regulations contain rules 
relating to the powers that the gov- 
erning body of a community trust 
must possess, such as, the power to 
modify restrictions and conditions on 
the distributions from funds to speci- 
fied distributees and the power to re- 
place any participating trustee, custo- 
dian, or agent. 

' In addition, these final regulations 
provide guidance under § 1.507-2(a) 
(8) (relating to the effect of restric- 
tions and conditions upon the distribu- 
tion of net assets by a private founda- 
tion terminating its status as such) 
with regard to donor advice pertain- 
ing to distributions made by a public 
charity from the donor’s fund to speci- 
fied distributees. 


Adoption of amendments to the regu- 
lations 

In view of the foregoing, the In- 
come Tax Regulations (26 CFR Part 
1) are amended as follows: 

Paragraph 1. Section 1.170A-9(e) 
(11) is amended by revising para- 
graph (e) (11) (iv), by adding a head- 
ing to paragraph (e) (11) (v) (A) and 
by adding paragraph (e) (11) (v) (B), 
(C), (D), (E) and (F) to read as 
follows: 


§ 1.170A-9 Definition of section 170 
(b) (1) (A) organization. 
* * * * * 

(e) Definition of section 170(b) (1) 
(A) (vi) organization. * * * 

(11) Community trusts; require- 
ments for treatment as a single entity. 
% % % 

(iv) Common instrument. All 
funds of the organization must be 
subject to a common governing instru- 
ment or a master trust or agency 
agreement (herein referred to as the 
“governing instrument”), which may 
be embodied in a single document or 
several documents containing common 
language. Language in an instrument 
of transfer to the community trust 
making a fund subject to the com- 
munity trust’s governing instrument or 
master trust or agency agreement will 


satisfy the requirements of paragraph 
(e) (11) (iv) of this section. In addi- 
tion, if a community trust adopts a 
new governing instrument (or creates 
a corporation) to put into effect new 
provisions (applying to future trans- 
fers to the community trust), the adop- 
tion of such new governing instru- 
ment (or creation of a corporation 
with a governing instrument) which 
contains common language with the 
existing governing instrument shall not 
preclude the community trust from 
meeting the requirements of such 
paragraph (e) (11) (iv). 

(v) Common governing body—(A) 
In general, * * * 

(B) Powers of modification and 
removal. Except as provided in para- 
graph (e) (11) (v)(C) of this section, 
the governing body must have the 
power in the governing instrument, 
the instrument of transfer, the resolu- 
tions or by-laws of the governing 
body, a written agreement, or other- 
wise— 

(1) To modify any restriction or 
condition on the distribution of funds 
for any specified charitable purposes 
or to specified organizations if in the 
sole judgment of the governing body 
(without the necessity of the approval 
of any participating trustee, custodian, 
or agent), such restriction or condi- 
tion becomes, in effect, unnecessary, 
incapable of fulfillment, or inconsist- 
ent with the charitable needs of the 
community or area served; 

(2) To replace any participating 
trustee, custodian, or agent for breach 
of fiduciary duty under State law; and 

(3) To replace any participating 
trustee, custodian, or agent for failure 
to produce a reasonable (as deter- 
mined by the governing body) return 
of net income (within the meaning of 
paragraph (e) (11) (v)(F) of this sec- 
tion) over a reasonable period of time 
(as determined by the governing 
body). 


The fact that the exercise of any such 
power in paragraph (e) (11) (v)(B) 
(1), (2) or (3) of this section is re- 





viewable by an appropriate State au- 
thority will not preclude the com- 
munity trust from meeting the re- 
quirements of paragraph (e) (11) (v) 
(B) of this section. 

(C) Transitional rule. (1) Not- 
withstanding paragraph (e) (11) (v) 
(B) of this section, if a community 
trust meets the requirements of para- 
graph (e)(11)(v)(C)(2) of this sec- 
tion, then in the case of any instru- 
ment of transfer which is executed be- 
fore July 19, 1977 and is not revoked 
or amended thereafter (with respect 
to any dispositive provision affecting 
the transfer to the community trust), 
and in the case of any instrument of 
transfer which is irrevocable on Janu- 
ary 19, 1982, the governing body must 
have the power to cause proceedings 
to be instituted (by request to the 
appropriate State authority) — 

(1) To modify any restriction or 
condition on the distribution of funds 
for any specified charitable purposes 
or to specified organizations if in the 
judgment of the governing body such 
restriction or condition becomes, in 
effect, unnecessary, incapable of ful- 
fillment, or inconsistent with the chari- 
table needs of the community or area 
served ; and 

(ti) To remove any participating 
trustee, custodian, or agent for breach 
of fiduciary duty under State law. 


The necessity for the governing body 
to obtain the approval of a participat- 
ing trustee to exercise such a power 
shall be treated as not preventing the 
governing body from having such 
power, unless (and until) such ap- 
proval his been (or is) requested by 
the governing body and has been (or 
is) denied. 

(2) Paragraph (e) (11) (v) (C) (1) 
of this section shall not apply unless 
the community trust meets the require- 


‘ments of paragraph (e) (11) (v) (B) 


of this section, with respect to funds 
other than those under instruments of 
transfer described in the first sentence 
of such paragraph (e) (11) (v)(C) 
(1), by January 19, 1978, or such 








later date as the Commissioner may 
provide for such community trust, and 
unless the community trust does not, 
once it so complies, thereafter solicit 
for funds that will not qualify under 
the requirements of such paragraph 
(e) (11) (v) (B). 

(D) Inconsistent State law. (1) 
For purposes of paragraph (e) (11) 
(v) (B) (7), (2), or (3) or (C) (7) (2) 
or (i) or (E) of this section, if a 
power described in such a provision is 
inconsistent with State law even if 
such power were expressly granted to 
the governing body by the governing 
instrument and were accepted without 
limitation under an instrument of 
transfer, then the community trust 
will be treated as meeting the require- 
ments of such a provision if it meets 
such requirements to the fullest ex- 
tent possible consistent with State law 
(if such power is or had been so ex- 
pressly granted). 

(2) For example, if, under the con- 
ditions of paragraph (e) (11) (v) (D) 
(1) of this section, the power to 
modify is inconsistent with State law, 
but the power to institute proceedings 
to modify, if so expressly granted, 
would be consistent with State law, 
the community trust will be treated as 
meeting such requirements to the full- 
est extent possible if the governing 
body has the power (in the governing 
instrument or otherwise) to institute 
proceedings to modify a condition or 
restriction. On the other hand, if in 
such a case the community trust has 
only the power to cause proceedings 
to be instituted to modify a condition 
or restriction, it will not be treated as 
meeting such requirements to the full- 
est extent possible. 

(3) In addition, if, for example, 
under the conditions of paragraph (e) 
(11) (v)(D)(7) of this section, the 
power to modify and the power to 
institute proceedings to modify a con- 
dition or restriction is inconsistent with 
State law, but the power to cause 
such proceedings to be instituted 
would be consistent with State law, if 
it were expressly granted in the gov- 


erning instrument and if the approval 
of the State Attorney General were 
obtained, then the community trust 
will be treated as meeting such re- 
quirements to the fullest extent pos- 
sible if it has the power (in the gov- 
erning instrument or otherwise) to 
cause such proceedings to be instituted, 
even if such proceedings can be in- 
stituted only with the approval of the 
State Attorney General. 

(E) Exercise of powers. The gov- 
erning body shall (by resolution or 
otherwise) commit itself to exercise 
the powers described in paragraph (e) 
(11)(v)(B), (C) and (D) of this 
section in the best interests of the com- 
munity trust. The governing body will 
be considered not to be so committed 
where it has grounds to exercise such a 
power and fails to exercise it by tak- 
ing appropriate action. Such appro- 
priate action may include, for exam- 
ple, consulting with the appropriate 
State authority prior to taking action 
to replace a participating trustee. 

(F) Reasonable return. In addi- 
tion to the requirements of paragraph 
(e) (11) (v)(B), (C), (D) or (E) of 
this section, the governing body shall 
(by resolution or otherwise) commit it- 
self to obtain information and take 
other appropriate steps with the view 
to seeing that each participating trus- 
tee, custodian, or agent, with respect 
to each restricted (within the meaning 
of paragraph (e)(13)(X) of this 
section) trust or fund that is, and with 
respect to the aggregate of the un- 
restricted trusts or funds that are, a 
component part of the community 
trust, administers such trust or fund 
in accordance with the terms of its 
governing instrument and accepted 
standards of fiduciary conduct to pro- 
duce a reasonable return or net in- 
come (or appreciation where not in- 
consistent with the community trust’s 
need for current income), with due re- 
gard to safety of principal, in further- 
ance of the exempt purposes of the 
community trust (except for assets 
held for the active conduct of the 
community trust’s exempt activities) . 
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In the case of a low return of net 
income (and, where appropriate, ap- 
preciation), the Internal Revenue 
Service will examine carefully whether 
the governing body has, in fact, com- 
mitted itself to take the appropriate 
steps. 
* * * * * 


Par. 2. Section 1.507-2(a)(8) is 
amended by revising paragraph (a) 
(8) (iv) (A) to read as follows: 


§ 1.507-2 Special rules; transfer to, 
or operations as, public charity. 

(a) Transfer to public charities. 
&# 

(8) Effect of restrictions and con- 
ditions upon distributions of net as- 
tite 

(iv) Adverse factors. The presence 
of any of the following factors will be 
considered as preventing the transferee 
“from freely and effectively employing 
the transferred assets, or the income 
derived therefrom, in furtherance of 
its exempt purposes” (within the 
meaning of paragraph (a) (8) (i) of 
this section) : 

(A) Distributions. (1) With re- 
spect to distributions made after 
April 19, 1977, the transferor private 
foundation, a disqualified person with 
respect thereto, or any person or com- 
mittee designated by, or pursuant to 
the terms of an agreement with, such 
a person (hereinafter referred to as 
“donor’), reserves the right, directly 
or indirectly, to name (other than by 
designation in the instrument of trans- 
fer of particular section 509(a)(1), 
(2), or (3) organizations) the persons 
to which the transferee public charity 
must distribute, or to direct the timing 
of such distributions (other than by 
direction in the instrument of transfer 
that some or all of the principal, as 
opposed to specific assets, not to be 
distributed for a specified period) as, 
for example, by a power of appoint- 
ment. The Internal Revenue Service 
will examine carefully whether the 
seeking of advice by the transferee 
from, or the giving of advice by, any 
donor after the assets have been trans- 
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ferred to the transferee constitutes an 
indirect reservation of a right to direct 
such distributions. In any such case, 
the reservation of such a right will be 
considered to exist where the only cri- 
terion considered by the public charity 
in making a distribution of income or 
principal from a donor’s fund is ad- 
‘ vice offered by the donor. Whether 
there is a reservation of such a right 
will be determined from all of the 
facts and circumstances, including, but 
not limited to, the facts contained in 
paragraph (a)(8)(iv)(A)(2) and 
(3) of this section. 

(2) The presence of some or all of 
the following factors will indicate that 
the reservation of such a right does 
not exist: 

(1) There has been an independent 
investigation by the staff of the public 
charity evaluating whether the donor’s 
advice is consistent with specific chari- 
table needs most deserving of support 
by the public charity (as determined 
by the public charity) ; 

(ti) The public charity has promul- 
gated guidelines enumerating specific 
charitable needs consistent with the 
charitable purposes of the public char- 
ity and the donor’s advice is consistent 
with such guidelines; 

(iii) The public charity has in- 
stituted an educational program pub- 
licizing to donors and other persons 
the guidelines enumerating specific 
charitable needs consistent with the 
charitable purposes of the public 
charity ; 

(tv) The public charity distributes 
funds in excess of amounts distributed 
from the donor’s fund to the same 
or similar types or organizations or 
charitable needs as those recommend- 
ed by the donor; and 

(v) The public charity’s solicita- 
tions (written or oral) for funds spe- 
cifically state that such public charity 
will not be bound by advice offered by 
the donor. 

(3) The presence of some or all of 
the following factors will indicate the 
reservation of such a right does exist: 

(t) The solicitations (written or 


oral) of funds by the public charity 
state or imply, or a pattern of conduct 
on the part of the public charity 
creates an expectation, that the don- 
or’s advice will be followed; 


(it) The advice of a donor (whether 
or not restricted to a distribution of 
income or principal from the donor’s 
trust or fund) is limited to distribu- 
tions of amounts from the donor’s 
fund, and the factors described in 
paragraph (a) (8) (iv) (A) (2) (i) or 
(ti) of this section are not present; 

(iz) Only the advice of the donor 
as to distributions of such donor’s fund 
is solicited by the public charity and 
no procedure is provided for consider- 
ing advice from persons other than the 
donor with respect to such fund; and 

(tv) For the taxable year and all 
prior taxable years the public charity 
follows the advice of all donors with 
respect to their funds substantially all 
of the time. 


* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Dona_Lp C. ALEXANDER, 
Commissioner of 
Internai Revenue. 


Approved January 19, 1977. 


CuarLtes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the office of the Federal Register 
on January 19, 1977, 5:07 pm., and 
published in the issue of the Federal 
Register for January 25, 1977, 42 F.R. 
4436) 


26 CFR 1.170A-9: Definition of section 
170(b)(1)(A) organizations. 


Extension of advance ruling period of a 
newly created organization that is exempt 
under section 501(c)(3) of the Code. See 
Rev. Rul. 77-115, page 154. 


26 CFR 1.170A-9: Definition of section 
170(b)(1)(A) organizations. 





Treatment of support from pre-exemp- 
tion years. See Rev. Rul. 77-116, page 155. 





Section 172.—Net Operating Loss 
Deduction 


26 CFR 1.172-1: Net operating loss de- 
duction. 


Whether a net operating loss incurred 
prior to a corporate reorganization is avail- 
able to the transferor after the split-off or 
whether a portion of the net operating loss 
carries over to the transferee. See Rev. Rul. 
77-133, page 96. 





Section 190.—Expenditures to 
Remove Architectural and 
Transportation Barriers to the 
Handicapped and Elderly 


26 CFR 7.190-1: Expenditures to remove 
architectural and transportation barriers to 


the handicapped and elderly. 
T.D. 7477 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7—TEMPORARY 
INCOME TAX REGULATIONS 
UNDER THE TAX REFORM 
ACT OF 1976 


Expenditures to remove architec- 
tural and transportation barriers to 
the handicapped and elderly 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Interim regulations. 


SUMMARY: This document pro- 
vides interim regulations relating to 
expenditures to remove architectural 
and transportation barriers to the 
handicapped and elderly. Changes to 
the applicable tax law were made by 
the Tax Reform Act of 1976. These 
regulations may affect persons who 
make expenditures to remove archi- 
tectural and transportation barriers to 
the handicapped and elderly and pro- 
vide them with the guidance needed 
to comply with the law. In addition, 
the regulations promulgated by this 
document are proposed to be pre- 
scribed as final regulations. 
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EFFECTIVE DATES: The interim 
regulations are effective for taxable 
years beginning after December 31, 
1976, and the final regulations are 
proposed to be effective for taxable 
years beginning after December 31, 
1976. Written comments and requests 
for a public hearing must be delivered 
or mailed by May 16, 1977. 


ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR:T, Washington, D.C. 
20224. 


FOR FURTHER INFORMATION 
CONTACT: John M. Coulter, Jr., 
of the Legislation and Regulations 
Division, Office of the Chief Counsel, 
Internal Revenue Service, 1111 Con- 
stitution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3346) . 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


This document contains interim in- 
come tax regulations under part VI 
of subchapter B of chapter 1 of the 
Internal Revenue Code of 1954. These 
amendments conform the Temporary 
Income Tax Regulations under the 
Tax Reform Act of 1976 (26 CFR 
Part 7) to section 2122 of the Tax 
Reform Act of 1976 (90 Stat. 1914) 
[Pub. L. 94-455, 1976-3 C.B. (Vol. 1) 
390]. They are issued under the au- 
thority contained in sections 190 and 
7805 of the Internal Revenue Code of 
1954 (90 Stat. 1914 and 68A Stat. 
917; 26 U.S.C. 190 and 7805). In ad- 
dition, the regulations promulgated 
in this document are proposed to be 
prescribed as final Income Tax Regu- 
lations (26 CFR Part 1) under sec- 
tion 190 of the Internal Revenue Code 
of 1954. The amendments are pro- 
posed to conform the Income Tax 
Regulations to section 2122 of the Tax 
Reform Act of 1976 (90 Stat. 1914). 
They are also to be issued under the 
authority contained in sections 190 and 


7805 of the Internal Revenue Code 
of 1954 (90 Stat. 1914 and 68A Stat. 
917; 26 U.S.C. 190 and 7805). 


EXPLANATION OF PROVISIONS 


Section 2122 of the Tax Reform 
Act of 1976 added section 190 to the 
Code. Section 190 provides that a 
taxpayer may elect to deduct certain 
amounts paid or incurred by him in 
any taxable year beginning after De- 
cember 31, 1976, and before Janu- 
ary 1, 1980, for qualified architectural 
and transportation barrier removal ex- 
penses. The deduction is allowed for 
certain expenses for the purpose of 
making any facility, or public trans- 
portation vehicle, owned or leased 
by the taxpayer for use in connection 
with his trade or business more acces- 
sible to, or usable by, handicapped or 
elderly individuals. 

Under the interim regulations, the 
term “facility” means all or any por- 
tion of buildings, structures, equip- 
ment, roads, walks, parking lots, or 
similar real or personal property. Fur- 
ther, a “public transportation vehicle” 
is defined as a vehicle, such as a bus, 
a railroad car, or other conveyance, 
whether publicly or privately owned, 
which provides to the public general or 
special transportation service. This in- 
cludes service rendered to the cus- 
tomers of a taxpayer who is not in 
the trade or business of rendering 
transportation services. The term 
“handicapped individual” means any 
individual who has (1) a physical or 
mental disability (including, but not 
limited to, blindness or deafness) 
which for that individual constitutes 
or results in a functional limitation to 
employment, or (2) a physical or 
mental impairment (including, but 
not limited to, a sight or hearing im- 
pairment) which substantially limits 
one or more of the individual’s major 
life activities. Examples of these ac- 
tivities are performing manual tasks, 
walking, speaking, breathing, learning, 
and working. An “elderly individual” 
is one aged 65 or over. 


To qualify for the deduction, the 
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taxpayer must establish, to the satis- 
faction of the Commissioner or his 
delegate, that the removal of a bar- 
rier conforms a facility or public trans- 
portation vehicle to one or more of the 
standards set forth in the interim 
regulations. The interim regulations 
also provide that qualified expenses in- 
clude only expenses specifically at- 
tributable to the removal of an existing 
architectural or transportation barrier. 
These expenses do not include any 
part of an expense in connection with 
the construction or comprehensive 
renovation of a facility or public 
transportation vehicle or the normal 
replacement of depreciable property. 

The amount deductible under sec- 
tion 190 for any taxable year is limited 
to $25,000. Under the interim regu- 
lations, the maximum deduction for 
a taxpayer (including an affiliated 
group of corporations filing a con- 
solidated return) for any taxable year 
is $25,000. The $25,000 limitation ap- 
plies to a partnership and to each 
partner. The interim regulations fur- 
ther provide that expenditures for a 
taxable year in excess of this amount 
are to be treated as capital expendi- 
tures and constitute adjustments to 
basis under section 1016(a). A spe- 
cial rule applies where a _partner’s 
expenditures exceed $25,000. 

The election to deduct qualified 
architectural and transportation bar- 
rier removal expenses is made by 
claiming the deduction as a separate 
item identified as such on the tax- 
payer’s income tax return for the 
taxable year for which the election 
applies. The return must be filed not 
later-than the time prescribed by law 
for filing the return (including exten- 
sions). Once made, an election is 
irrevocable and applies to all qualified 
expenditures paid or incurred during 
the taxable year up to the limitation. 
If such expenditures exceed $25,000, 
the taxpayer elects which expenditures 
comprise those deducted. An electing 
taxpayer must have available records 
and documentation of all the facts 
necessary to determine the amount 
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deductible pursuant to the election, 
as well as the amount of any adjust- 
ment to basis required to be made for 
expenditures exceeding the $25,000 
limit. 

STATUTORY CONCURRENCE 


The Architectural and Transporta- 
tion Barriers Compliance Board has 
‘concurred in the standards set forth 
in this interim regulation. 


COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 


Before adoption of the final regu- 
lations proposed in this document, 
consideration will be given to any 
written comments that are submitted 
(preferably six copies) to the Com- 
missioner of Internal Revenue. All 
comments will be available for public 
inspection and copying. A public hear- 
ing will be held upon written request 
to the Commissioner by any person 
who has submitted written comments. 
If a public hearing is held, notice of 
the time and place will be published in 
the Federal Register. 


DRAFTING INFORMATION 

The principal author of this regu- 
lation was John M. Coulter, Jr. of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, In- 
ternal Revenue Service. However, per- 
sonnel from other offices of the In- 
ternal Revenue Service and Treasury 
Department participated in develop- 
ing the regulation, both on matters 
of substance and style. 


Adoption of amendments to the regu- 
lations 

Accordingly, the following interim 
regulations are adopted: 


§ 7.190-1 Expenditures to remove 
architectural and transportation 
barriers to the handicapped and 
elderly. 

(a) In general. Under section 190 
of the Internal Revenue Code of 1954, 
a taxpayer may elect, in the manner 
provided in § 7.190-3, to deduct cer- 
tain amounts paid or incurred by him 
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in any taxable year beginning after 
December 31, 1976, and before Janu- 
ary 1, 1980, for qualified architectural 
and transportation barrier removal ex- 
penses (as defined in § 7.190-2(b)). 
In the case of a partnership, the 
election shall be made by the partner- 
ship. The election applies to expendi- 
tures paid or incurred during the tax- 
able year which (but for the election) 
are chargeable to capital account. 
(b) Limitation. The maximum de- 
duction for a taxpayer (including an 
affiliated group of corporations filing 
a consolidated return) for any taxable 
year is $25,000. The $25,000 limita- 
tion applies to a partnership and to 
each partner. Expenditures paid or 
incurred in a taxable year in excess of 
the amount deductible under section 
190 for such taxable year are capital 
expenditures and are adjustments to 
basis under section 1016(a). A partner 
must combine his distributive share 
of the partnership’s deductible ex- 
penditures (after application of the 
$25,000 limitation at the partnership 
level) with that partner’s distributive 
share of deductible expenditures from 
any other partnership plus that part- 
ner’s own section 190 expenditures, 
if any (if he makes the election with 
respect to his own expenditures), 
and apply the partner’s $25,000 limita- 
tion to the combined total to determine 
the aggregate amount deductible by 
that partner. In so doing, the partner 
may allocate the partner’s $25,000 
limitation among the partner’s own 
section 190 expenditures and the part- 
ner’s distributive share of partnership 
deductible expenditures in any man- 
ner. If such allocation results in 
all or a portion of the partner’s dis- 
tributive share of a partnership’s de- 
ductible expenditures not being an 
allowable deduction by the partner, 
the partnership may capitalize such 
unallowable portion by an appropriate 
adjustment to the basis of the relevant 
partnership property under section 
1016. For purposes of adjustments to 
the basis of properties held by a part- 
nership, however, it shall be presumed 





that each partner’s distributive share 
of partnership deductible expendi- 
tures (after application of the $25,000 
limitation at the partnership level) 
was allowable in full to the partner. 
This presumption can be rebutted only 
by clear and convincing evidence that 
all or any portion of a partner’s dis- 
tributive share of the partnership sec- 
tion 190 deduction was not allowable 
as a deduction to the partner because 
it exceeded that partner’s $25,000 
limitation as allocated by him. For 
example, suppose for 1978 A’s dis- 
tributive share of the ABC partner- 
ship’s deductible section 190 expendi- 
tures (after application of the $25,000 
limitation at the partnership level) is 
$15,000. A also made section 190 ex- 
penditures of $20,000 in 1978 which 
he elects to deduct. A allocates $10,000 
of his $25,000 limitation to his dis- 
tributive share of the ABC expendi- 
tures and $15,000 to his own expendi- 
tures. A may capitalize the excess 
$5,000 of his own expenditures. In ad- 
dition, if ABC obtains from A evi- 
dence which meets the requisite bur- 
den of proof, it may capitalize the 
$5,000 of A’s distributive share which 
is not allowable as a deduction to A. 


§ 7.190-2 Definitions. 


For purposes of section 190 and the 
regulations thereunder— 


(a) Architectural and transporta- 
tion barrier removal expenses. The 
term “architectural and transportation 
barrier removal expenses” means ex- 
penditures for the purpose of making 
any facility, or public transportation 
vehicle, owned or leased by the tax- 
payer for use in connection with his 
trade or business more accessible to, 
or usable by, handicapped individuals 
or elderly individuals. For purposes of 
this section— 

(1) The term “facility” means all 
or any portion of buildings, struc- 
tures, equipment, roads, walks, park- 
ing lots, or similar real or personal 
property. 

(2) The term “public transporta- 
tion vehicle” means a vehicle, such as 








a bus, a railroad car, or other convey- 
ance, which provides to the public 
general or special transportation serv- 
ice (including such service rendered to 
the customers of a taxpayer who is not 
in the trade cr business of rendering 
transportation services) . 

(3) The term “handicapped indi- 
vidual” means any individual who has 
(1) A physical or mental disability 
(including, but not limited to, blind- 
ness or deafness) which for such indi- 
vidual constitutes or results in a func- 
tional limitation to employment, or 

(11) A physical or mental impair- 
ment (including, but not limited to, 
a sight or hearing impairment) which 
substantially limits one or more of such 
individual’s major life activities, such 
as performing manual tasks, walking, 
speaking, breathing, learning, or work- 
ing. 

(4) The term “elderly individual” 
means an individual age 65 or over. 

(b) Qualified architectural and 
transportation barrier removal expense 
—(1) In general. The term “qualified 
architectural and transportation bar- 
rier removal expense” means an archi- 
tectural or transportation barrier re- 
moval expense (as defined in para- 
graph (a) of this section) with re- 
spect to which the taxpayer establishes, 
to the satisfaction of the Commissioner 
or his delegate, that the resulting re- 
moval of any such barrier conforms 
a facility or public transportation vehi- 
cle to all the requirements set forth 
in one or more of subparagraphs (2) 
through (22) of this paragraph or in 
one or more of the subdivisions of sub- 
paragraph (20) or (21). Such term 
includes only expenses specifically at- 
tributable to the removal of an exist- 
ing architectural or transportation 
barrier. It does not include any part of 
any expenses paid or incurred in con- 
nection with the construction or com- 
prehensive renovation of a facility or 
public transportation vehicle or the 
normal replacement of depreciable 
property. Such terms may include ex- 
penses of construction, as for example, 


the construction to a ramp to remove 
the barrier posed for wheelchair users 
by steps. Major portions of the stand- 
ards set forth in this paragraph were 
adapted from “American National 
Standard Specifications for Making 
Buildings and Facilities Accessible to, 
and Usable by, the Physically Handi- 
capped” (1971), the copyright for 
which is held by the American Na- 
tional Standards Institute, 1430 Broad- 
way, New York, New York 10018. 

(2) Grading. The grading of 
ground, even contrary to existing 
topography, shall attain a level with 
a normal entrance to make a facility 
accessible to individuals with physical 
disabilities. 

(3) Walks. (i) A public walk shall 
be at least 48 inches wide and shall 
have a gradient not greater than 5 per- 
cent. A walk of maximum or near 
maximum grade and of considerable 
length shall have level areas at regu- 
lar intervals. A walk or driveway shall 
have a nonslip surface. 

(ii) A walk shall be of a continu- 
ing common surface and shall not be 
interrupted by steps or abrupt changes 
in level. 

(iii) Where a walk crosses a walk, 
a driveway, or a parking lot, they shall 
blend to a common level. However, 
the preceding sentence does not re- 
quire the elimination of those curbs 
which are a safety feature for the 
handicapped, particularly the blind. 

(iv) An inclined walk shall have a 
level platform at the top and at the 
bottom. If a door swings out onto the 
platform toward the walk, such plat- 
form shall be at least 5 feet deep and 
5 feet wide. If a door does not swing 
onto the platform or toward the walk, 
such platform shall be at least 3 feet 
deep and 5 feet wide. A platform 
shall extend at least 1 foot beyond 
the strike jamb side of any doorway. 

(4) Parking lots. (i) At least one 
parking space that is accessible and 
approximate to a facility shall be set 
aside and identified for use by the 
handicapped. 

(ii) A parking space shall be open 
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on one side to allow room for indi- 
viduals in wheelchairs and individuals 
on braces or crutches to get in and 
out of an automobile onto a level 
surface which is suitable for wheeling 
and walking. 

(iii) A parking space for the handi- 
capped, when placed between two 
conventional diagonal or head-on 
parking spaces, shall be at least 12 
feet wide. 

(iv) A parking space shall be posi- 
tioned so that individuals in wheel- 
chairs and individuals on braces or 
crutches need not wheel or walk be- 
hind parked cars. 

(5) Ramps. (i) A ramp shall not 
have a slope greater than | inch rise 
in 12 inches. 

(ii) A ramp shall have at least 
one handrail that is 32 inches in 
height, measured from the surface 
of the ramp, that is smooth, and that 
extends 1 foot beyond the top and 
bottom of the ramp. However, the 
preceding sentence does not require 
a handrail extension which is itself a 
hazard. 

(iii) A ramp shall have a nonslip 
surface. 

(iv) A ramp shall have a level 
platform at the top and at the bot- 
tom. If a door swings out onto the 
platform or toward the ramp, such 
platform shall be at least 5 feet deep 
and 5 feet wide. If a door does not 
swing onto the platform or toward 
the ramp, such platform shall be at 
least 3 feet deep and 5 feet wide. A 
platform shall extend at least 1 foot 
beyond the strike jamb side of any 
doorway. 

(v) A ramp shall have level plat- 
forms at not more than 30-foot inter- 
vals and at any turn. 

(vi) A curb ramp shall be pro- 
vided at an intersection. The curb 
ramp shall not be less than 4 feet 
wide; it shall not have a slope greater 
than 1 inch rise in 12 inches. The 
transition between the two surfaces 
shall be smooth. A curb ramp shall 
have a nonslip surface. 


(6) Entrances. A building shall 
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have at least one primary entrance 
which is usable by individuals in 
wheelchairs and which is on a level 
accessible to an elevator. 

(7) Doors and doorways. (i) A 

door shall have a clear opening of 
no less than 32 inches and shall be 
operable by a single effort. 
_ (ii) The floor on the inside and 
outside of a doorway shall be level 
for a distance of at least 5 feet from 
the door in the direction the door 
swings and shall extend at least 1 foot 
beyond the strike jamb side of the 
doorway. 

(iii) There shall be no sharp in- 
clines or abrupt changes in level at a 
doorway. The threshold shall be flush 
with the floor. The door closer shall 
be selected, placed, and set so as not 
to impair the use of the door by the 
handicapped. 

(8) Stairs. (i) Stairsteps shall have 
round nosing of between 1 and 11% 
inch radius. 

(ii) Stairs shall have a handrail 
32 inches high as measured from the 
tread at the face of the riser. 

(iii) Stairs shall have at least one 
handrail that extends at least 18 
inches beyond the top step and be- 
yond the bottom step. The preceding 
sentence does not require a handrail 
extension which is itself a hazard. 

(iv) Steps shall have risers which 
do not exceed 7 inches. 

(9) Floors. (i) Floors shall have a 
nonslip surface. 

(ii) Floors on a given story of a 
building shall be of a common level 
or shall be connected by a ramp in 
accordance with subparagraph (5) 
of this paragraph. 

(10) Toilet rooms. (i) A _ toilet 
room shall have sufficient space to 
allow traffic of individuals in wheel- 
chairs. 

(ii) A toilet room shall have at 
least one toilet stall that— 

(A) Is at least 36 inches wide; 

(B) Is at least 56 inches deep; 

(C) Has a door, if any, that is at 
least 32 inches wide and swings out; 

(D) Has handrails on each side, 
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33 inches high and parallel to the 
floor, 11% inches in outside diameter, 
11% inches clearance between rail and 
wall, and fastened securely at ends 
and center; and 

(E) Has a water closet with a seat 
19 to 20 inches from the finished 
floor. 

(iii) A toilet room shall have, in 
addition to or in lieu of a toilet stall 
described in (ii), at least one toilet 
stall that— 

(A) Is at least 66 inches wide; 

(B) Is at least 60 inches deep; 

(C) Has a door, if any, that is at 
least 32 inches wide and swings out; 

(D) Has a handrail on one side, 
33 inches high and parallel to the 
floor, 1/2 inches in outside diameter, 
1% inches clearance between rail 
and wall, and fastened securely at 
ends and center; and 

(E) Has a water closet with a seat 
19 to 20 inches from the finished 
floor, centerline located 18 inches 
from the side wall on which the hand- 
rail is located. 

(iv) A toilet room shall have Java- 
tories with narrow aprons. Drain 
pipes and hot water pipes under a 
lavatory shall be covered or insu- 
lated. 

(v) A mirror and a shelf above a 
lavatory shall be no higher than 40 
inches above the floor, measured from 
the top of the shelf and the bottom 
of the mirror. 

(vi) A toilet room for men shall 
have wall-mounted urinals with the 
opening of the basin 15 to 19 inches 
from the finished floor or shall have 
floor-mounted urinals that are level 
with the main floor of the toilet room. 

(vii) Towel racks, towel dispens- 
ers, and other dispensers and dis- 
posal units shall be mounted no higher 
than 40 inches from the floor. 

(11) Water fountains. (i) A water 
fountain and a cooler shall have up- 
front spouts and controls. 

(ii) A water fountain and a cooler 
shall be hand-operated or hand-and- 
foot-operated. 

(ii) A water fountain mounted on 





the side of a floor-mounted cooler 
shall not be more than 30 inches 
above the floor. 

(iv) A wall-mounted, hand-oper- 
ated water cooler shall be mounted 
with the basin 36 inches from the 
floor. 

(v) A water fountain shall not 
be fully recessed and shall not be set 
into an alcove unless the alcove is at 
least 36 inches wide. 

(12) Public telephones. (i) A 
public telephone shall be placed so 
that the dial and the headset can 
be reached by individuals in wheel- 
chairs. 

(ii) A public telephone shall be 
equipped for those with hearing dis- 
abilities and so identified with instruc- 
tions for use. 

(iii) Coin slots of public tele- 
phones shall be not more than 48 
inches from the floor. 

(13) Elevators. (i) An _ elevator 
shall be accessible to, and usable by, 
the handicapped or the elderly on the 
levels they use to enter the building 
and all levels and areas normally 
used. 

(ii) Cab size shall allow for the 
turning of a wheelchair. It shall 
measure at least 54 by 68 inches. 

(iii) Door clear opening width 
shall be at least 32 inches. 

(iv) All essential controls shall be 
within 48 to 54 inches from cab 
floor. Such controls shall be usable 
by the blind and shall be tactilely 
identifiable. 

(14) Controls. Switches and con- 
trols for light, heat, ventilation, win- 
dows, draperies, fire alarms, and all 
similar controls of frequent or essen- 
tial use, shall be placed within the 
reach of individuals in wheelchairs. 
Such switches and controls shall be 
no higher than 48 inches from the 
floor. 

(15) Identification. (i) Raised let- 
ters or numbers shall be used to iden- 
tify a room or an office. Such identifi- 
cation shall be placed on the wall to 
the right or left of the door at a 
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height of 54 inches to 66 inches, meas- 
ured from the finished floor. 

(ii) A door that might prove dan- 
gerous if a blind person were to exit 
or enter by it (such as a door leading 
to a loading platform, boiler room, 
stage, or fire escape) shall be tac- 
tilely identifiable. 

(16) Warning signals. (i) An audi- 
ble warning signal shall be accom- 
panied by a simultaneous visual signal 
for the benefit of those with hearing 
disabilities. 

(ii) A visual warning signal shall 
be accompanied by a simultaneous 
audible signal for the benefit of the 
blind. 

(17) Hazards. Hanging signs, ceil- 
ing lights, and similar objects and fix- 
tures shall be placed at a minimum 
height of 7 feet, measured from the 
floor. 

(18) International accessibility 
symbol. The international accessibility 
symbol (see illustration) shall be dis- 
played on routes to and at wheel- 
chair-accessible entrances to facilities 
and public transportation vehicles. 
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(19) Additional standards for rail 
facilities. (i) A rail facility shall con- 
tain a fare control area with at least 
one entrance with a clear opening 
at least 36 inches wide. — 

(ii) A boarding platform edge 
bordering a drop-off or other danger- 
ous condition shall be marked with a 
warning device consisting of a strip 
of floor material differing in color and 
texture from the remaining floor sur- 
face. The gap between boarding plat- 
form and vehicle doorway shall be 
minimized. 





(20) Standards for buses. (i) A 
bus shall have a level change mech- 
anism (e.g., lift or ramp) to enter 
the bus and sufficient clearance to 
permit a wheelchair user to reach a 
secure location. 

(ii) A bus shall have a wheelchair 
securement device. However, the pre- 
ceding sentence does not require a 
wheelchair securement device which 
is itself a barrier or hazard. 


(iii) The vertical distance from a 
curb or from street level to the first 
front door step shall not exceed 8 
inches; the riser height for each front 
doorstep after the first step up from 
the curb or street level shall also not 
exceed 8 inches; and the tread depth 
of steps at front and rear doors shall 
be no less than 12 inches. 


(iv) A bus shall contain clearly 
legible signs that indicate that seats in 
the front of the bus are priority seats 
for handicapped or elderly persons, 
and that encourage other passengers 
to make such seats available to handi- 
capped and elderly persons who wish 
to use them. 


(v) Handrails and stanchions shall 
be provided in the entranceway to the 
bus in a configuration that allows 
handicapped and elderly persons to 
grasp such assists from outside the bus 
while starting to board and to con- 
tinue to use such assists throughout the 
boarding and fare collection processes. 
The configuration of the passenger as- 
sist system shall include a rail across 
the front of the interior of the bus lo- 
cated to allow passengers to lean 
against it while paying fares. Over- 
head handrails shall be continuous ex- 
cept for a gap at the rear doorway. 

(vi) Floors and steps shall have 
nonslip surfaces. Step edges shall have 
a band of bright contrasting color run- 
ning the full width of the step. 

(vii) A stepwell immediately adja- 
cent to the driver shall have, when 
the door is open, at least 2 foot-candles 
of illumination measured on the step 
tread. Other stepwells shall have, at 
all times, at least 2 foot-candles of 


Section 190 


illumination measured on the step 
tread. 

(viii) The doorways of the bus shall 
have outside lighting that provides at 
least 1 foot-candle of illumination on 
the street surface for a distance of 3 
feet from all points on the bottom step 
tread edge. Such lighting shall be lo- 
cated below window level and shall be 
shielded to protect the eyes of enter- 
ing and exiting passengers. 

(ix) The fare box shall be located 
as far forward as practicable and shall 
not obstruct traffic in the vestibule. 

(21) Standards for rapid and light 
rail vehicles. (i) Passenger doorways 
on the vehicle sides shall have clear 
openings at least 32 inches wide. 

(ii) Audible or visual warning sig- 
nals shall be provided to alert handi- 
capped and elderly persons of closing 
doors. 

(iii) Handrails and stanchions shall 
be sufficient to permit safe boarding, 
onboard circulation, seating and 
standing assistance, and unboarding 
by handicapped and elderly persons. 
On a level-entry vehicle, handrails, 
stanchions, and seats shall be located 
so as to allow a wheelchair user to 
enter the vehicle and position the 
wheelchair in a location which does 
not obstruct the movement of other 
passengers. On a vehicle that requires 
the use of steps in the boarding proc- 
ess, handrails and stanchions shall be 
provided in the entranceway to the 
vehicle in a configuration that allows 
handicapped and elderly persons to 
grasp such assists from outside the 
vehicle while starting to board, and to 
continue using such assists throughout 
the boarding process. 

(iv) Floors shall have nonslip sur- 
faces. Step edges on a light rail vehi- 
cle shall have a band of bright con- 
trasting color running the full width of 
the step. 

(v) A stepwell immediately adja- 
cent to the driver shall have, when the 
door is open, at least 2 foot-candles of 
illumination measured on the step 
tread. Other stepwells shall have, at 
all times, at least 2 foot-candles of 
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illumination measured on the step 
tread. 

(vi) Doorways on a light rail vehi- 
cle shall have outside lighting that 
provides at least 1 foot-candle of 
illumination on the street surface for 
a distance of 3 feet from all points on 
the bottom step tread edge. Such light- 
_ing shall be located below window 
level and shall be shielded to protect 
the eyes of entering and exiting pas- 
sengers. 

(22) Other barrier removals. The 
provisions of this subparagraph apply 
to any barrier which would not be re- 
moved by compliance with subpara- 
graphs (2) through (21) of this para- 
graph. The requirements of this sub- 
paragraph are: 

(i) A substantial barrier to the ac- 
cess to or use of a facility or public 
transportation vehicle by handicapped 
or elderly individuals is removed ; 

(ii) The barrier which is removed 
had been a barrier for one or more 
major classes of such individuals (such 
as the blind, deaf, or wheelchair 
users) ; and 

(iii) The removal of that barrier is 
accomplished without creating any 
new barrier that significantly impairs 
access to or use of the facility or vehi- 
cle by such class or classes. 


§ 7.190-3 Election to deduct archi- 
tectural and transportation bar- 
rier removal expenses. 

(a) Manner of making election. 
The election to deduct expenditures 
for removal of architectural and trans- 
portation barriers provided by section 
190(a) shall be made by claiming the 
deduction as a separate item identified 
as such on the taxpayer’s income tax 
return for the taxable year for which 
such election is to apply (or, in the 
case of a partnership, to the return of 
partnership income for such year). For 
the election to be valid, the return 
must be filed not later than the time 
prescribed by law for filing the return 
(including extensions thereof) for the 
taxable year for which the election is 


to apply. 


74 


(b) Scope of election. An election 
under section 190(a) shall apply to all 
expenditures described in § 7.190-2 
(or, in the case of a taxpayer whose 
architectural and transportation bar- 
rier removal expenses exceed $25,000 
for the taxable year, to the $25,000 of 
such expenses with respect to which 
the deduction is claimed) paid or in- 
curred during the taxable year for 
which made and shall be irrevocable 
after the date by which any such elec- 
tion must have been made. 

(c) Records to be kept. In any case 
in which an election is made under 
section 190(a), the taxpayer shall 
have available, for the period pre- 
scribed by paragraph (e) of § 1.6001-1 
of this chapter (Income Tax Regula- 
tions) , records and documentation, in- 
cluding architectural plans and blue- 
prints, contracts, and any building per- 
mits, of all the facts necessary to 
determine the amount of any deduc- 
tion to which he is entitled by reason 
of the election, as well as the amount 
of any adjustment to basis made for 
expenditures in excess of the amount 
deductible under section 190. 

There is a need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impractica- 
ble to issue it with notice and public 
procedure under subsection (b) of sec- 
tion 553 of Title 5 of the United States 
Code or subject to the effective date 
limitation of subsection (d) of that 
section. 

(This Treasury decision is issued 
under the authority contained in sec- 
tions 190 and 7805 of the Internal 
Revenue Code of 1954 (90 Stat. 1914 
and 68A Stat. 917; 26 U.S.C. 190 
and 7805).) 


Wi1uiaM E. WILLIAMS, 
Acting Commissioner of . 
Internal Revenue. 


Approved March 28, 1977. 


LaurRENCE N. WoopwortTH, 
Assistant Secretary 
of the Treasury. 





(Filed by the Office of the Federal Register 
on March 30, 1977, 4:50 p.m.; and pub- 
lished in the issue of the Federal Regis- 
ter for April 4, 1977, 17870) 





Section 191.—Amortization of 
Certain Rehabilitation Expenditures 
for Certified Historic Structures 


26 CFR 7.191-1: Election to amortize cer- 
tain rehabilitation expenditures for certified 
historic structures. 


T.D. 7478 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 

UNDER THE TAX REFORM 
ACT OF 1976 


Election to amortize certain costs 
of rehabilitating certified historic 
structures, 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 


SUMMARY : This document provides 
temporary regulations for electing to 
amortize certain rehabilitation ex- 
penditures for certified historic struc- 
tures. Changes to the applicable tax 
law were made by the Tax Reform 
Act of 1976. These regulations affect 
all persons desiring to amortize re- 
habilitation expenditures and provide 
them with the guidance needed to 
comply with the law. 


DATE: The regulations apply to 
elections for expenses incurred after 
June 14, 1976, and before June 15, 
1981. 


FOR FURTHER INFORMATION 
CONTACT: H. B. Hartley of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 


Revenue Service, 1111 Constitution 


Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
566-3287) . 
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BACKGROUND 


This document provides temporary 
income tax regulations under section 
191 of the Internal Revenue Code of 
1954, as added by section 2124(a) of 
the Tax Reform Act of 1976 (the 
“Act”) (Pub. L. 94-455; 90 Stat. 
1916 [1976-3 C.B. (Vol. 1) 392]) to 
provide rules for electing to amortize 
certain rehabilitation expenditures for 
certified historic structures. The tem- 
porary regulations provided by this 
document will remain in effect until 
superseded by final regulations on this 
subject. 


PROVISIONS OF THE 
REGULATIONS 


Under section 191, every person 
may elect to amortize expenditures 
incurred in a certified rehabilitation of 
a certified historic structure over a 
60-month period. By reason of section 
2124(a) (4) of the Act, this election 
applies only to additions to capital 
account made after June 14, 1976, 
and before June 15, 1981. 


The temporary regulations provide 
the mechanism for electing to amort- 
ize the qualified rehabilitation ex- 
penses. To elect, the taxpayer attaches 
a statement to its return for the tax- 
able year in which falls the first 
month of the amortization period 
chosen pursuant to section 191(a). 


The election may be made after a 
request has been made for, but prior 
to, certification of the project by the 
Department of the Interior. In such 
a case, proof of certification is to be 
submitted with the first income tax 
return filed by the taxpayer after 
receipt of such certification. If a 
certification is not submitted within 
30 months of the commencement of 
the amortization period, the taxpayer 
may be asked to agree to an exten- 
sion of time for assessment of addi- 
tional tax for the period in which de- 
ductions are claimed. 

Once made, the election may be 
discontinued by filing written notice 
with the Internal Revenue Service 


prior to the month in which amortiza- 
tion is to cease. 


DRAFTING INFORMATION 


The principal author of this regu- 
lation was H. B. Hartley of the Legis- 
lation and Regulations Division of the 
Office of Chief Counsel, Internal 
Revenue Service. However, personnel 
from other offices of the Internal 
Revenue Service and Treasury De- 
partment participated in developing 
the regulation, both on matters of 
substance and style. 


Adoption of amendments 
to the regulations 


Accordingly, the temporary Income 
Tax Regulations under the Tax Re- 
form Act of 1976 are amended as set 
forth below: 

Paragraph 1. Paragraph (a) of 
§ 7.0 is amended by striking out the 
item relating to section 191(b) of 
the Code. 

Par. 2. The following new section 
is added at the appropriate place: 


§ 7.191-1 Election to amortize cer- 
tain rehabilitation expenditures 
for certified historic structures. 


(a) Time and manner of election 
of amortization—(1) In general. Un- 
der section 191(b), an election by the 
taxpayer to claim an amortization de- 
duction with respect to a certified 
historic structure shall be made by a 
statement to that effect attached to 
its return for the taxable year in which 
falls the first month of the 60-month 
amortization period selected. The 60- 
month amortization period shall be- 
gin either with the month following 
the month in which the amortizable 
basis, as defined by section 191(d) 
(2), is acquired, or with the first 
month of the taxable year succeeding 
the taxable year in which such amor- 
tizable basis is acquired, whichever 
the taxpayer selects. If a taxpayer 
elects to begin the 60-month amor- 
tization period with the month fol- 
lowing the month in which the amor- 
tizable basis is acquired, a separate 
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60-month amortization period will be 
established for the amortizable basis 
acquired by the taxpayer in any 
month for which such an election is 
made. The statement claiming the 
deduction shall include the following 
information: 

(i) A description clearly identify- 
ing each certified rehabilitation of a 
certified historic structure for which 
an amortization deduction is claimed; 


(ii) The date on which the amor- 
tizable basis, as defined in section 
191(d) (2), was acquired; 

(iii) The date the amortization 
period is to begin; 

(iv) the total amount of amor- 
tizable basis claimed for the rehabili- 
tation of the historic structure, as of 
the first month for which the amor- 
tization deduction provided for by 
section 191(a) is elected; 


(v) Either (A) a statement that 
the historic structure and rehabilita- 
tion have been certified by the Secre- 
tary of the Interior as provided for 
in sections 191(d) (1) and 191(d) (3) 
along with the dates of such certifica- 
tions; or (B), if the historic structure 
and rehabilitation have not been cer- 
tified by the Secretary of the Interior, 
a statement that requests for cer- 
tification have been made in accord- 
ance with procedures established by 
such Secretary with the dates of such 
requests. 


If subdivision (v)(B) of this sub- 
paragraph applies, the taxpayer shall 
submit a statement showing receipt of 
the certifications required by section 
191 and their dates with its first in- 
come tax return filed after the receipt 
by the taxpayer of such certifications. 

(2) Failure to submit required cer- 
tifications. If the required certifica- 
tions are not received within 30 
months of the date of the commence- 
ment of the 60-month amortization 
period, the electing taxpayer may be . 
requested to consent to an agreement 
under section 6501(c) (4) extending 
the period of assessment for any tax 
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relating to the time in which amor- 
tization deductions are claimed. 


(3) Failure to elect as provided 
by this section. No method of making 
the election provided for in section 
191(a) other than that prescribed 
in this section shall be permitted. A 
taxpayer who does not elect in the 
‘manner prescribed in this section to 
take amortization deductions with re- 
spect to the rehabilitation of a certified 
historic structure shall not be entitled 
to such deductions. 


(b) Election to discontinue amor- 
tization. An election to discontinue 
the amortization deduction provided 
by section 191(c) shall be made by 
a statement filed with the district 
director, or with the director of the 
internal revenue service center, with 
whom the return of the taxpayer is 
required to be filed for its taxable 
year in which falls the first month for 
which the election terminates. This 
statment shall specify the month as 
of the beginning of which the tax- 
payer elects to discontinue the amor- 
tization deductions, and it must be 
filed before the beginning of that 
month. In addition, the statement 
shall contain a description clearly 
identifying the certified historic struc- 
ture and rehabilitation with respect 
to which the taxpayer elects to dis- 
continue the amortization deduction. 
If certifications of the structure or 
rehabilitation have been issued, their 
dates shall be shown. If, at the time 
of the election to discontinue amor- 
tization deductions, certifications have 
not been issued, the taxpayer shall 
file the dates with its next succeeding 
tax return after their receipt. For 
purposes of this paragraph, notifica- 
tion to the Secretary or his delegate 
from the Secretary of the Interior 
that the historic structure or the re- 
habilitation no longer meet the re- 
quirements for certification shall have 
the same effect as notice from the tax- 
payer electing to terminate amortiza- 
tion as of the first day of the month 
following the month that the struc- 
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ture or rehabilitation ceased to meet 
the requirements of section 191. 

There is a need for immediate 
guidance with respect to the provi- 
sions in this Treasury decision. For 
this reason it is found impracticable 
to issue it with notice and public pro- 
cedure thereon under subsection (b) 
of section 553 of Title 5 of the United 
States Code or subject to the effec- 
tive date limitation of subsection (d) 
of that section. 

(This Treasury decision is issued 
under the authority contained in sec- 
tions 191(b) and 7805 of the In- 
ternal Revenue Code of 1954 (90 
Stat. 1916, 68A Stat. 917; 26 U.S.C. 
191(b), 7805).) 


WituraM E. WILLIAMS, 
Acting Commissioner 
of Internal Revenue. 


Approved March 25, 1977. 


LaurENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 
(Filed by the Office of the Federal Register 
on April 5, 1977; 8:45 a.m., and pub- 


lished in the issue of the Federal Register 
for April 6, 1977, 42 F.R. 18275) 





Part IX.—Items Not Deductible 





Section 263.—Capital 
Expenditures 


26 CFR 1.263(a)-1: Capital expenditures; 
in general. 

(Also Sections 165, 614, 615, 617; 1.165-1, 
1.614-1, 1.615-1, 1.617-1.) 

Geological and geophysical ex- 
ploration expenditures. The tax 
treatment of geological and geo- 
physical exploration expenditures, 
for the purpose of obtaining data 
that will serve as a basis for the ac- 
quisition or retention of a mineral 
property by a taxpayer engaged in 
exploring for minerals is discussed; 
1.T. 4006 superseded. 


Rev. Rul. 77-188° 
The purpose of this Revenue Rul- 


1 Prepared pursuant to Rev. Proc. 67-6, 1967-1 C.B. 
576. 


ing is to update and restate, under the 
current statute and regulations, the 
positions set forth in I.T. 4006, 1950-1 
C.B. 48. 

The questions presented concern the 
treatment for Federal income tax pur- 
poses of geological and geophysical 
exploration expenditures for the pur- 
pose of obtaining and accumulating 
data that will serve as a basis for the 
acquisition or retention of property 
by a taxpayer who is engaged in ex- 
ploring for minerals under the circum- 
stances described below. 


It is customary in the search for 
mineral producing properties for a tax- 
payer to conduct an exploration pro- 
gram in one or more identifiable proj- 
ect areas. Each project area encom- 
passes a territory that the. taxpayer 
determines can be explored advan- 
tageously in a single integrate«! opera- 
tion. This determination is made after 
analyzing certain variables such as the 
size and topography of the project 
area to be explored, the existing in- 
formation available with respect to the 
project area and nearby areas, and 
the quantity of equipment, the number 
of men, and the amount of money 
available to conduct a reasonable ex- 
ploration program over the project 
area. 


The taxpayer selects a_ specific 
project area from which geological 
and geophysical data are desired and 
conducts a reconnaissance-type survey 
utilizing various geological and geo- 
physical exploration techniques that 
are designed to yield data that will 
afford a basis for identifying specific 
geological features with sufficient min- 
eral producing potential to merit fur- 
ther exploration. 


Each separable, noncontiguous por- 
tion of the original project area in 
which such a specific geological fea- 
ture is identified is a separate “area 
of interest.” The original project area 
is subdivided into as many small proj- 
ects as there are areas of interest 
located and identified within the 
original project area. When the cir- 
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cumstances permit a detailed explora- 
tory survey to be conducted without 
an initial reconnaissance-type survey, 
the project area and the area of inter- 
est will be coextensive. 

The taxpayer seeks to further de- 
fine the geological features identified 
by the prior reconnaissance-type sur- 
veys by additional, more detailed, ex- 
ploratory surveys conducted with re- 
spect to each area of interest. For this 
purpose, the taxpayer engages in more 
intensive geological and geophysical 
exploration employing methods that 
are designed to yield sufficiently ac- 
curate sub-surface data to afford a 
basis for a decision to acquire or re- 
tain properties within or adjacent to 
a particular area of interest or to 
abandon the entire area of interest 
as unworthy of development by mine 
or well. 

Geological and geophysical explora- 
tion expenditures are incurred by the 
taxpayer for the purpose of obtain- 
ing and accumulating data that will 
serve as a basis for the acquisition or 
retention of properties. Such explora- 
tion expenditures are capital in nature 
and are not deductible as ordinary 
and necessary business expenses. See 
Louisiana Land and Exploration Co., 
7 T.C. 507 (1946), aff'd on other 
issues, 161 F.2d 842 (5th Cir. 1947) ; 
Schermerhorn Oil Corporation, 46 
B.T.A. 151 (1942) ; G. E. Cotton, 25 
B.T.A. 866 (1932); C. M. Nusbaum, 
10 B.T.A. 664 (1928); and Seletha 
O. Thompson, 9 B.T.A. 1342 (1928). 

Accordingly, the expenditures at- 
tributable to such exploration are al- 
locable to the cost of the property 
acquired or retained. The term “prop- 
erty” is used in this connection in the 
sense of an interest in a property as 
defined in section 614 of the Internal 
Revenue Code of 1954 and the regula- 
tions thereunder, and includes an eco- 
nomic interest in a tract or parcel of 
land notwithstanding that a mineral 
deposit has not been established or 
proven. 

However, exploration expenditures, 
including geological and geophysical 


exploration expenditures, paid or in- 
curred prior to January 1, 1970, for 
the purpose of ascertaining the exist- 
ence, location, extent, or quality of 
any deposit of ore or mineral (other 
than oil or gas) are deductible, sub- 
ject to certain limitations, at the elec- 
tion of the taxpayer under section 615 
or section 617 of the Code if such 
expenditures result in the acquisition 
or retention of mineral properties. 
Limited amounts of exploration ex- 
penditures may be deferred at the elec- 
tion of the taxpayer under section 615 
and deducted ratably as the mineral 
benefited is sold. Any or all such ex- 
ploration expenditures paid or in- 
curred after December 31, 1969, are 
deductible at the election of the tax- 
payer only under section 617 and are 
subject to the recapture provisions of 
that section if production is obtained. 

If, on the basis of data obtained 
from the preliminary geological and 
geophysical exploration operations, 
only one area of interest is located 
and identified within the original proj- 
ect area, the entire expenditure for 
those exploratory operations is to be 
allocated to that one area of interest. 
If two or more areas of interest are 
located and identified within the origi- 
nal project area, the entire expendi- 
ture for the exploratory operations is 
to be allocated equally among the 
various areas of interest. 

However, if from data obtained by 
the exploratory operations no areas 
of interest are located and identified 
by the taxpayer within the original 
project area, the entire expenditure 
for the geological and geophysical ex- 
ploration on the project area is de- 
ductible as a loss under section 165 
of the Code for the taxable year in 
which that particular project area is 
abandoned as a potential source of 
mineral production. 

Furthermore, if, on the basis of data 
obtained from a detailed survey that 
does not relate exclusively to any par- 
ticular property within a particular 
area of interest, a property is acquired 
or retained within or adjacent to that 
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area of interest, the entire geological 
and geophysical exploration expendi- 
tures, including those incurred prior 
to the identification of the particular 
area of interest but allocated thereto, 
are to be allocated to that property as 
a capital cost under section 263(a) 
of the Code or deducted in appropri- 
ate cases, at the election of the tax- 
payer, under the provisions of section 
615 or section 617. Where more than 
one property is acquired or retained 
within or adjacent to an area of in- 
terest, it is proper to determine the 
amount of the geological and geo- 
physical exploration costs allocable to 
each such property by allocating the 
entire expenditure for the geological 
and geophysical operations among the 
properties so acquired or retained on 
the basis of the comparative acreage 
of the properties. 

However, if no property is acquired 
or retained within or adjacent to that 
area of interest, the entire geological 
and geophysical exploration expendi- 
ture allocable to the area of interest is 
deductible as a loss under section 165 
of the Code for the taxable year in 
which such area of interest is aban- 
doned as a potential source of mineral 
production. 


I.T. 4006 is superseded since the 
positions set forth therein are up- 
dated and restated under current law 
in this Revenue Ruling. 


26 CFR 1.263(a)-1: Capital expenditures; 
in general. 


Whether certain expenses incurred by a 
trustee in bankruptcy are capital expendi- 
tures. See Rev. Rul. 77-204, page 40. 


26 CFR 1.263(c)-1: Intangible drilling 
and development costs in the case of otl 
and gas wells. 

(Also Sections 61, 451, 612, 614, 1001, 
7805; 1.61-2, 1.451-1, 1.612-4, 1.614-1, 
1.1001-1, 301.7805-1.) 

Operating interest in oil and gas 
property received for drilling well. 
The proper treatment is shown for 
an arrangement under which, in 
consideration for drilling an oil and 
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gas well at a designated location 
on a leased tract of land, the driller 
receives from the lessee of the 
land an assignment of the entire 
working interest in the drill site 
and an undivided fraction of the 
working interest in the remainder 
of the tract. 


Rev. Rul. 77-176! 


Advice has been requested regard- 
ing the Federal income tax conse- 
quences of the transaction described 
below. 


Corporation X uses the cash receipts 
and disbursements method of account- 
ing and files its Federal income tax 
returns on the calendar year basis. X 
has properly exercised the option pro- 
vided by section 1.612-4 of the Income 
Tax Regulations, implementing sec- 
tion 263(c) of the Internal Revenue 
Code of 1954, to treat drilling and de- 
velopment costs as expenses. 


X entered into a written agreement 
with corporation Y, the owner of an 
oil and gas lease on a single undevel- 
oped 16x acre tract of land. Pursuant 
to the terms of the agreement, X as- 
sumed the obligation for the drilling 
of a well to a specified depth at a des- 
ignated location on the leased acreage, 
for the completing and equipping of 
the well if commercially productive, or 
for the plugging and abandoning 
thereof if dry. In consideration of the 
undertaking by X, the agreement pro- 
vided that upon the abandonment or 
completion of the well pursuant to the 
agreed terms, Y would assign to X the 
following: (1) the entire working or 
operating interest in the 3x-acre drill 
site (the spacing unit assigned to the 
well by the state regulatory body) , sub- 
ject, however, to the reservation by Y 
of an overriding royalty interest of an 
undivided 1/16 of all oil, gas, and 
other hydrocarbons produced, saved, 
and sold from such drill site; and (2) 
an undivided one-half of the working 
or operating interests in the portion of 


1 Also released as News Release IR-1801, dated April 
27, 1977. 
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the tract exclusive of the drill site. The 
agreement provided further that after 
recovery by X of all costs of drilling, 
equipping, and operating the well out 
of the proceeds from the working in- 
terest share of all oil, gas, and other 
hydrocarbons, produced, saved, and 
sold from the drill site, Y will have the 
right to convert the overriding royalty 
interest to an undivided one-half of 
the working interest in the drill site. 

X successfully drilled and completed 
the well as a commercial producer of 
oil and gas. In accordance with the 
agreement, Y thereupon promptly as- 
signed to X the entire working inter- 
est in the drill site, subject to the reser- 
vation by Y of an overriding royalty 
interest of an undivided 1/16 of all 
oil, gas, and other hydrocarbons pro- 
duced, saved, and sold from such drill 
site, and an undivided one-half of the 
working interest in the balance of the 
tract of land. 


Section 61(a) of the Code provides, 
in part, that gross income means all 
income from whatever source derived, 
including, insofar as is pertinent here, 
compensation for services. 


Section 1001(a) of the Code pro- 
vides, in part, that the gain from the 
sale or other disposition of property is 
the excess of the amount realized 
therefrom over the adjusted basis for 
determining gain, and the loss is the 
excess of the adjusted basis over the 
amount realized. 


Section 1001(b) of the Code defines 
the amount realized from the sale or 
other disposition of property as the 
sum of money received plus the fair 
market value of the property (other 
than money) received. 

Section 1.61-2(d) (1) of the regula- 
tions provides, in part, that if services 
are paid for other than in money, the 
fair market value of the property or 
services taken in payment is includible 
in income. 

Section 1.451-1(a) of the regula- 
tions provides that under the cash re- 
ceipts and disbursements method of 
accounting income is includible in 





gross income when actually or con- 
structively received. 


In the case of the compensatory re- 
ceipt of property other than cash, the 
fair market value of such property, de- 
termined as of the date of transfer or 
receipt, actual or constructive, is in- 
cludible in the gross income of the 
taxpayer in the taxable year such 
property is actually or constructively 
received. Sisson v. United States, 487 
F.2d 1393 (2d Cir. 1974) ; Deshotels 
v. United States, 450 F.2d 961 (5th 
Cir. 1971), cert. denied, 406 U.S. 920 
(1972); Thomas W. Blake, Jr., 20 
T.C. 721 (1953), acqg., 1954-2 C.B. 3. 


When property other than cash is 
transferred as compensation for serv- 
ices that are not readily subject to in- 
dependent valuation or in satisfaction 
of an unliquidated claim, the courts 
have held that the transfer is treated 
as the sale for the equivalent of the 
fair market value on the date of trans- 
fer of the property with the transferor 
realizing gain if the transferor’s basis 
in the property is less than the fair 
market value and loss if such basis is 
greater. United States v. Davis, 370 
U.S. 65 (1962), 1962-2 C.B. 15; In- 
ternational Freighting Corp. v. Com- 
missioner, 135 F.2d 310 (2d Cir. 
1943) ; Kenan v. Commissioner, 114 
F.2d 217 (2d Cir. 1940). 


G.C.M. 22730, 1941-1 C.B. 214, 
provides, in part, that when drillers or 
equipment suppliers and investors con- 
tribute materials and services in con- 
nection with the development of a 
mineral property in exchange for an 
economic interest in such property, the 
receipt of the economic interest does 
not result in realization of income. The 
contributors are viewed as not per- 
forming services for compensation, but 
as acquiring capital interests through 
an undertaking to make a contribution 
to the pool of capital. To come within 
the holding of G.C.M. 22730, the eco- 
nomic interest acquired must be in the 
same property to the development of 
which the materials and services are 
contributed. With respect to the trans- 
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feror of the economic interest, G.C.M. 
22730 states that such transferor has 
parted with no capital interest but has 
merely given the transferee (driller, 
equipment supplier, or investor) a 
right to share in production in consid- 
eration of an investment made. 


Section 263(c) of the Code, as a 
specific exception to the basis provi- 
sion of section 263(a), directs the Sec- 
retary of the Treasury or the Secre- 
tary’s delegate to prescribe regulations 
corresponding to the regulations that 
granted the option to deduct as ex- 
penses intangible drilling and develop- 
ment costs in the case of oil and gas 
wells and that were recognized and 
approved by Congress in House Con- 
current Resolution 50, Seventy-ninth 
Congress. 

Section 1.612-4(a) of the regula- 
tions provides, in part, as follows: 


In accordance with the provisions of sec- 
tion 263(c), intangible drilling and devel- 
opment costs incurred by an operator (one 
who holds a working or operating interest 
in any tract or parcel of land either as a 
fee owner or under a lease or any other 
form of contract granting working or oper- 
ating rights) in the development of oil and 
gas properties may at his option be charge- 
able to capital or to expense * * *. In- 
cluded in this option are all costs of drilling 
and development undertaken (directly or 
through a contract) by an operator of an 
oil and gas property whether incurred by 
him prior or subsequent to the formal grant 
or assignment to him of operating rights 
(a leasehold interest, or other form of op- 
erating rights, or a working interest) ; ex- 
cept that in any case where any drilling or 
development project is undertaken for the 
grant or assignment of a fraction of the 
operating rights, only that part of the costs 
thereof which is attributable to such frac- 
tional interest is within this option. In the 
excepted cases, costs of the project under- 
taken, including depreciable equipment 
furnished, to the extent allocable to frac- 
tions of the operating rights held by others, 
must be capitalized as the depletable capi- 
tal cost of the fractional interest thus 
acquired. 


Section 1.614-1(a) (1) of the regu- 
lations provides, in part, that for pur- 
poses of subtitle A of the Code, in the 
case of mines, wells, and other natural 
deposits, the term “property” means 
each separate interest owned by the 
taxpayer in each mineral deposit in 
each separate tract or parcel of land. 


Rev. Rul. 69-332, 1969-1 C.B. 87, 
deals with a situation in which a tax- 
payer, in consideration of drilling a 
test well on a specified lease, received 
an undivided 5 interest in the lease, 
and was to receive a sum of money 
equal to its total costs from all of the 
proceeds of all production from the 
well for the complete payout period. 
Rev. Rul. 69-332 holds that, because 
the taxpayer was the owner of the en- 
tire working or operating interest in 
the well under the agreement that 
provided for complete recoupment of 
all costs, the taxpayer was entitled to 
deduct 100 percent of the intangible 
drilling and development costs in- 
curred in the drilling of the well. 


Rev. Rul. 71-207, 1971-1 C.B. 160, 
deals with a situation in which the as- 
signee, in consideration of the receipt 
of an undivided one-half operating in- 
terest in an undeveloped oil and gas 
lease, agreed to drill, complete, equip, 
and operate a well on the lease. The 
assignee would completely recoup all 
costs of drilling, completing, equipping, 
and operating the well before the as- 
signor and the assignee became co- 
owners of the lease, sharing equally in 
the costs and income from the well. 
Since the assignee owned the entire 
operating interest in the oil and gas 
lease during the period of complete 
payout, the assignee was entitled to 
deduct as expense all the intangible 
drilling and development costs of drill- 
ing the well. 


Before the assignment of the work- 
ing interests to X in the instant case, 
the oil and gas lease was, within the 
meaning of section 614(a) of the Code 
and section 1.614-1(a) of the regula- 
tions, one property in the hands of Y. 
Upon assignment, X received two sep- 
arate economic interests in the tract or 
parcel of land, each such interest being 
a separate section 614 property. The 
entire working interest in the drill site 
to which X made a contribution in 
the form of drilling was one property, 
and the undivided one-half of the 
working interest in the portion of the 
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tract exclusive of the drill site was a 
second property. Likewise, Y retained 
two separate properties in the tract or 
parcel of land. The overriding royalty 
interest reserved in the drill site was 
one property, and the undivided one- 
half of the working interest retained 
by Y in the balance of the tract exclu- 
sive of the drill site was a second prop- 
erty. 

Having received the entire working 
interest in the drill site for the period 
of complete payout, X is regarded un- 
der the holdings of Rev. Rul. 69-332 
and Rev. Rul. 71-207 as having re- 
ceived the grant of the entire working 
or operating interest in the drill site, 
the separate oil and gas property on 
which the well was drilled. 


Inasmuch as X received all of the 
operating rights in the drill site, X is 
entitled, under section 1.612-4(a) of 
the regulations, to deduct all of the 
intangible drilling and development 
costs that were actually paid or in- 
cured in the drilling and completion 
of the well, regardless of the fact that 
in consideration of such drilling X 
also received property in addition to 
the working interest in the drill site. 

Neither X nor Y realized income as 
a result of the transfer of the entire 
working interest in the drill site from 
Y to X. This working interest is in the 
same property to which X made its 
contribution in the form of drilling. 
The receipt by X of the working inter- 
est in the drill site does not represent 
payment in the property for services 
rendered or supplies furnished, but is, 
instead, a capital interest acquired 
through the undertaking of X to make 
a contribution to the pool of capital. 
Y does not realize income upon the 
transfer of the working interest in the 
drill site to X, because Y is not re- 
garded as having parted with a capital 
interest but has only lessened the re- 
quired investment and the risks and 
burdens attending development of the 
drill site. 

Because the acreage exclusive of the 
drill site is a property separate from 
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that to which the development contri- 
bution was made, drilling by X on the 
drill site did not represent a capital 
investment in the development of the 
acreage exclusive of the drill site, and 
the Federal income tax consequences 
of the transfer from Y to X of the un- 
divided one-half of the working inter- 
est in such acreage is not determined 
under the pool of capital concept. 


With respect to X, the undivided 
one-half of the working interest in the 
acreage exclusive of the drill site is 
compensation in the form of property 
received by X for undertaking the de- 
velopment project on the drill site. Be- 
cause the rights of X to receive the 
assignment of such working interest 
were conditioned upon the abandon- 
ment or completion of the well pursu- 
ant to the terms of the agreement, the 
fair market value of such working in- 
terest, determined as of the date of 
transfer to X, is includible in the gross 
income of X in the year the well was 
completed or when the working inter- 
est was received by X, whichever is 
the earlier. 


With respect to Y, the tax conse- 
quences of the assignment to X of the 
undivided one-half of the working in- 
terest in the acreage exclusive of the 
drill site are determined by regarding 
Y as having sold such interest for its 
fair market value on the date of trans- 
fer, and having paid the cash proceeds 
to X as additional compensation for 
the undertaking by X of the develop- 
ment project on the drill site. Depend- 
ing upon whether the fair market 
value on the date of transfer is more 
or less than the adjusted basis of Y in 
such undivided one-half of the work- 
ing interest, Y will realize gain or loss 
in the year of transfer. The nature of 
such gain or loss, whether ordinary or 
resulting from the sale or disposition 
of property used in the trade or busi- 
ness for purposes of section 1231(b) 
of the Code, will depend upon the pe- 
riod that Y held such property on the 
date of transfer, and whether the oil 
and gas lease was held by Y primarily 


for sale to customers in the ordinary 
course of its trade or business. 

The adjusted basis of Y in the over- 
riding royalty interest reserved in the 
drill site is increased by the fair mar- 
ket value of the undivided one-half of 
the working interest in the acreage ex- 
clusive of the drill site on the date of 
transfer of such working interest to X. 

If under alternative facts the trans- 
fer of the property for Federal income 
tax purposes occurred at an earlier 
date, then the fair market value of the 
property would be determined as of 
such earlier date. 

Pursuant to the authority contained 
in section 7805(b) of the Code, the 
conclusions of this Revenue Ruling 
will not be applied to transfers made 
before April 27, 1977, or to transfers 
made pursuant to binding contracts 
entered into before such date. 





Subchapter C.—Corporate Distributions and 
Adjustments 

Part 1.—Distributions by Corporations 
Subpart A.—Effects on Recipients 





Section 301.—Distributions of 
Property 


26 CFR 1.301-1: Rules applicable with re- 
spect to distributions of money and other 


property. 


Whether section 482 of the Code is ap- 
plicable to the bargain sale by a first tier 
domestic subsidiary to its foreign parent 
corporation of stock of second tier foreign 
subsidiaries in view of the provisions of sec- 
tions 301 and 311. See Rev. Rul. 77-83, 
page 139. 


26 CFR 1.301-1: Rules applicable with re- 
spect to distributions of money and other 


property. 


Whether a redemption through the use 
of a related corporation which reduces re- 
deeming shareholder’s interest from 60 per- 
cent to 55 percent is within any of the 
provisions of section 302(b). See Rev. Rul. 
77-218, page 81. 





Section 302.—Distributions In 
Redemption of Stock 


26 CFR 1.302-1: General. 


Whether section 302 of the Code is ap- 
plicable where the stock of two corpora- 





tions (X and Y) is owned by two share- 
holders, A and B (each owns 50 percent 
of the stock of X and Y), and, pursuant to 
a plan, some of the properties of both X 
and Y are transferred to a new corporation 
(Z) for stock of Z (X received approxi- 
mately 84 percent of the stock and Y re- 
ceived 16 percent) followed by a distribu- 
tion of such stock by X and Y to B in ex- 
change for all of B’s stock in X and Y. See 
Rev. Rul. 77-11, page 93. 


26 CFR 1.302-1: General. 


Whether a redemption through the use 
of a related corporation which reduces re- 
deeming shareholder’s interest from 60 per- 
cent to 55 percent is within any of the 
provisions of section 302(b). See Rev. Rul. 
77-218, page 81. 


26 CFR 1.302-4: Termination of share- 
holder’s interest. 


Redemption; agreement to notify 
of reacquisitions filed by executor. 
The executor of an estate may file 
the agreement described in section 
302(c)(2)(A)(iii) of the Code on be- 
half of the decedent to qualify a 
redemption of the decedent’s stock 
that occurred before the decedent’s 
death as a complete termination of 
interest. 


Rev. Rul. 77-93 


Advice has been requested whether, 
under the circumstances described 
below, the agreement described in sec- 
tion 302(c) (2) (A) (iii) of the Inter- 
nal Revenue Code of 1954 may be 
filed by an executor on behalf of a 
decedent shareholder. 


Corporation X has outstanding a 
single class of stock one-half of which 
was owned by a father and the other 
half by his son. Under the constructive 
ownership of stock rules of section 318 
(a) (1) (A) (ii) of the Code, each is 
considered to own the X stock owned 
by the other. In March 1976, X re- 
deemed for cash all of its stock held by 
the father. After the redemption the 
father had no interest in X with the 
meaning of section 302(c) (2) (A) (i). 
However, because the father was still 
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considered to own the X stock owned 
by his son, such ownership had to be 
waived, in accordance with section 302 
(c) (2) (A), to qualify the redemption 
as a complete termination of interest 
under section 302(b) (3). The father 
died in June 1976. In filing the 1976 
Federal income tax return of the 
father within the prescribed period of 
time, the executor of the father’s 
estate filed the agreement described in 
section 302(c) (2) (A) (iii) for the 
purpose of qualifying the father’s re- 
demption under section 302(b) (3). As 
specified in section 1.302-4(a) of the 
Income Tax Regulations, the agree- 
ment stated that the father had not ac- 
quired any interest in X within the 
meaning of section 302(c) (2) (A) (i) 
since the distribution in redemption. 
Section 6012(b) of the Code pro- 
vides that in the case of decedents, 
the income tax return of such indi- 
vidual required under section 6012 (a) 
shall be made by the executor, ad- 
ministrator, or other person charged 
with the property of such decedent. 
Section 6903 of the Code states that 
a fiduciary acting for another person 
shall assume the powers, rights, duties, 
and privileges of such other person in 
respect of a tax imposed on such 
other person. Pursuant to section 301. 
6903-1(d) of the regulations and 
section 7701(a) (6), the term “fiduci- 
ary” includes executors of estates. 
Accordingly, the executor may file 
the agreement described in section 
302(c) (2) (A) (ili) of the Code. 





Section 304.—Redemption 
Through Use of Related 
Corporations 


26 CFR 1.304-2: Acquisition by related 
corporation (other than subsidiary). 
(Also Sections 301, 302; 1.301-1, 1.302-1.) 


Stock redemption; constructive 
ownership of controlling interest. 
A purchase of stock of one corpo- 
ration from a trust by a related 
corporation within the meaning of 
section 304(a)(1) of the Code re- 


ducing the trust’s interest, by ap- 
proximately 8 percent, is not a 
meaningful reduction of interest for 
purposes of section 302(b)(1) when 
the trust continues to own, directly 
and indirectly under section 318, 
more than 50 percent of the stock 
of the issuing corporation. Pur- 
suant to. section 302(d), section 
301 applies. 


Rev. Rul. 77-218 


Advice has been requested regard- 
ing the Federal income tax treatment 
of the transaction described below. 

Corporation X had outstanding one 
class of stock consisting of 100 shares 
of common stock which were held as 
follows: 


Shareholders Shares 
A 40 
B 25 
F 15 
Trust 20 
Total 100 


Corporation Y had outstanding one 
class of stock consisting of 1,000 shares 
of common stock which were held as 
follows: 


Shareholders Shares 

A 250 
B 150 
c 100 
D 250 
Trust 100 
L,M 150 

Total 1,000 


X and Y were founded by G who 
is deceased. A, who manages and con- 
trols the affairs of X and Y, and D are 
the children of G and W, G’s widow. 
C and B are the respective spouses of 
A and D. L and M are the grandchil- 
dren of G and W. The Trust was es- 
tablished pursuant to G’s last will and 
testament. W is the sole life income 
beneficiary of the Trust with the re- 
mainder going to her grandchildren 
in equal shares. A and D serve as co- 
trustees of the Trust. F is unrelated to 
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all of the other shareholders of X and 
sx 

The Trust sold all of its stock in 
corporation X to corporation Y for 
cash. The purchase price of the X 
stock was its fair market value. The 
earnings and profits of Y exceeded the 
amount of cash paid by Y to the Trust 
for the X stock. The X stock was sold 
to Y because X did not have sufficient 
cash available to redeem the stock. 

Section 304(a)(1) of the Internal 
Revenue Code of 1954 provides that 
for purposes of sections 302 and 303, 
if one or more persons are in control 
of each of two corporations and in 
return for property, one of the corpo- 
rations acquires stock in the other cor- 
poration from the person so in control, 
then such property shall be treated as 
a distribution in redemption of the 
stock of the corporation acquiring 
such stock. In any such case, the stock 
so acquired shall be treated as having 
been transferred by the person from 
whom acquired, and having been re- 
ceived by the corporation acquiring it, 
as a contribution to the capital of such 
corporation. 

Section 304(b) (2) of the Code pro- 
vides that where section 304(a) (1) 
applies the determination of the 
amount that is a dividend shall be 
made solely by reference to the earn- 
ings and profits of the acquiring cor- 
poration. 

Section 304(c) (1) of the Code pro- 
vides that for purposes of section 304 
control means the ownership of stock 
possessing at least 50 percent of the 
total combined voting power of all 
classes of stock entitled to vote, or at 
least 50 percent of the total value of 
shares of all classes of stock. 

Section 304(c)(2) of the Code 
makes section 318(a) (relating to the 
constructive ownership of stock) ap- 
plicable to section 304, with certain 
modifications not here relevant, for 
the purposes of determining control 
under section 304(c) (1). 

Section 318(a)(1)(A) of the Code 
provides, in part, that an individual is 
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considered as owning the stock owned, 
directly or indirectly, by the individ- 
ual’s_ children and _ grandchildren. 
Thus, with respect to corporation X, 
W is considered as owning the stock 
of X owned by A. In addition, with 
respect to corporation Y, W is con- 
sidered as owning the stock of Y 
owned by 4A, D, and her grandchil- 
‘dren, L and M. 


Section 318(a)(3)(B)(i) of the 
Code, relating to attribution to trusts, 
provides as follows: 


Stock owned, directly or indirectly, by 
or for a beneficiary of a trugt (other than 
an employees’ trust described in section 
401(a) which is exempt from tax under 
section 501(a)) shall be considered as 
owned by the trust, unless such benefici- 
ary’s interest in the trust is a remote, con- 
tingent interest. For purposes of this clause, 
a contingent interest of a beneficiary in a 
trust shall be considered remote if, under 
the maximum exercise of discretion by the 
trustee in favor of such beneficiary, the 
value of such interest, computed actuarially, 
is 5 percent or less of the value of the 
trust property. 

Since W is the life income benefici- 
ary of the Trust, her interest in the 
Trust is not contingent for purposes 
of section 318(a)(3)(B)(i) of the 
Code. See Rev. Rul. 76-213, 1976-1 
C.B. 92. However, since her interest 
in the Trust, computed actuarially, ex- 
ceeds 5 percent, her interest in the 
Trust is not remote. See Rev. Rul. 
76-213. Accordingly, the Trust is con- 
sidered to own all of the X and Y stock 
owned, directly or indirectly, by W. 

By application of section 318(a) (3) 
(B) (i) of the Code, the Trust is con- 
sidered to have owned 60 percent of 
the stock of X before the transaction 
and 75 percent of the stock Y before 
the transaction. Since Y acquired the 
stock of X for cash from a person (the 
Trust) in control of both the issuing 
corporation (X) and the acquiring 
corporation (Y), the transaction is 
considered to be an acquisition of 
stock by a related corporation within 
the meaning of section 304(a) (1) and 
thus a redemption of the stock of Y, 
the acquiring corporation. 

Under section 1.304-2(a) of the In- 


come Tax Regulations the amount 
received by the Trust is treated as a dis- 
tribution of property under section 
302(d) of the Code unless the distri- 
bution is to be treated as received in 
exchange for stock pursuant to section 
302(a) or 303. Section 303 of the 
Code (relating to distributions in re- 
demption of stock to pay death taxes) 
is not applicable in the instant case. 
Section 302(a) is applicable if the re- 
quirements of section 302(b) are satis- 
fied. 

Section 304(b) (1) of the Code pro- 
vides that the applicability of section 
302(b) is determined by reference to 
the stock of the issuing corporation, X. 
After the transaction, through the ap- 
plication of section 318(a)(2)(C), the 
Trust owns 55 percent of X (the 40 
percent attributed from A plus 75 
percent times the 20 percent owned by 
Y, or 15 percent, equals 55 percent). 
See Rev. Rul. 59-233, 1959-2 C.B. 
106. Therefore, there is neither a com- 
plete termination of the Trust’s inter- 
est in the stock of X within the mean- 
ing of section 302(b)(3) nor a sub- 
stantially disproportionate redemption 
within the meaning of section 302(b) 
(2). 

Section 1.302-2(b) of the Regula- 
tions, relating to section 302(b) (1) of 
the Code provides, in part, that the 
question whether a distribution in re- 
demption of stock of a shareholder 
is not essentially equivalent to a divi- 
dend under section 302(b) (1) depends 
upon the facts and circumstances of 
each case. 


In United States v. Davis, 397 US. 
301 (1970), rehearing denied, 397 
U.S. 1071 (1970), 1970-1 C.B. 62, the 
Supreme Court of the United States 
held that a redemption must result in 
a meaningful reduction of the share- 
holder’s proportionate interest in the 
corporation in order to qualify as not 
essentially equivalent to a dividend 
within the meaning of section 302(b) 
(1) of the Code and that the busi- 
ness purpose of the redemption is ir- 
relevant to this determination. The 





Supreme Court further held that sec- 
tion 318(a) applies for the purpose of 
determining whether a distribution is 
“not essentially equivalent to a divi- 
dend” under section 302(b) (1). 

Rev. Rul. 75-502, 1975-2 C.B. 
111, indicates factors to be considered 
in determining whether a reduction in 
a shareholder‘s proportionate interest 
in a corporation results in a meaning- 
ful reduction within the meaning of 
Davis. The factors considered relate 
to a shareholder’s right to vote and 
exercise control, a shareholder’s right 
to participate in current earnings and 
accumulated surplus, and a sharehold- 
er’s right to share in net assets in 
liquidation. 

In the instant case, the redemption 
did not constitute a meaningful reduc- 
tion of the Trust’s interest in X within 
the meaning of Davis: (i) while the 
Trust experienced a 100 percent re- 
duction in its direct stock interest in 
X, it retained an indirect interest in 
X’s stock in excess of 50 percent; (ii) 
most of the remaining X stock is held, 
directly or indirectly, by shareholders 
who are related to the Trust under 
section 318 of the Code; and (iii) A 
manages and controls the affairs of 
both X and Y and serves as a co- 
trustee of the Trust. 

Accordingly, the sale by the Trust 
of the 20 shares of X stock to Y, 
recast as a redemption under 304(a) 
(1) of the Code, is essentially equiva- 
lent to a dividend and, therefore, is 
not a distribution in part or full pay- 
ment in exchange for the X stock 
under section 302(a). Thus, under 
section 302(d), the redemption in the 
instant case is a distribution of prop- 
erty to which section 301 applies. 





Section 305.—Distributions of 
Stock and Stock Rights 


26 CFR 1.305-1: Stock dividends. 


Dividend reinvestment plan; dis- 
tributions to shareholders. Divi- 
dends reinvested through a “divi- 
dend reinvestment plan,” under 
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which an agent receives cash divi- 
dends otherwise receivable by 
shareholders participating in the 
plan and purchases stock of the 
company on the open market at 
100 percent of fair market value 
plus appropriate commissions, are 
treated as distributions of property 
to the shareholders within the 
meaning of section 301(a) of the 
Code without reference to section 
305(b)(1); Rev. Rul. 76-53 distin- 
guished. 


Rev. Rul. 77-149 


Advice has been requested as to the 
treatment for Federal income tax pur- 
poses of dividends reinvested through 
a “dividend reinvestment plan” where 
an agent receives cash dividends other- 
wise receivable by shareholders partici- 
pating in the plan and purchases stock 
of the company on the open market 
at 100 percent of fair market value 
plus appropriate commissions. 

X is a general business corporation 
whose shares of common stock are 
widely held and are regularly traded 
in the over-the-counter market. 

In order to stimulate the market for 
its shares of stock, X established an 
automatic dividend reinvestment plan 
to provide its shareholders with a con- 
venient method of reinvesting their 
dividends in additional shares of X. 
The dividend reinvestment plan is ad- 
ministered by a local bank, acting as 
the agent for the shareholders. 

Under the plan the participating 
shareholders will have three means of 
participation: 

(1) Shareholders may make one 
stock purchase per month through the 
bank at a minimum of $25 and a max- 
imum of $1,000 invested; 


(2) Shareholders may elect to auto- 
matically reinvest dividends paid on 
their shares in additional shares of 
stock; or 

(3) Shareholders may both pur- 
chase shares through the bank and re- 
invest their dividends paid by X. 

Pursuant to authorization of the 


participating shareholders, the partici- 
pating shareholders’ quarterly dividend 
is paid directly to the bank as agent 
for the reinvestment of dividends. 
Thereafter, the bank purchases the re- 
quired additional shares of stock on 
the open market, with each participant 
credited with that participant’s pro- 
portionate share of the shares acquired 
thereby. Participants may discontinue 
participation in the plan at any time 
by written notice to the bank. The 
shares so acquired by the bank for the 
participating shareholders are pur- 
chased at 100 percent of fair market 
value of the X stock on the purchase 
date, plus brokerage commissions. X 
does not issue or make available in the 
market place its shares of stock in con- 
junction with a purchase by the bank 
on behalf of the shareholders of X par- 
ticipating in the plan and the bank 
does not purchase shares of stock from 
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Section 301(a) of the Internal Rev- 
enue Code of 1954 provides that a 
distribution of property made by a 
corporation to a shareholder with re- 
spect to its stock shall be included in 
the gross income of the shareholder to 
the extent the amount distributed is a 
dividend as defined in section 316. 


Section 305(a) of the Code provides 
that gross income does not include the 
amount of any distribution of the stock 
of a corporation made by such corpo- 
ration to its shareholders with respect 
to its stock. Section 305(d)(1) pro- 
vides that for purposes of the forego- 
ing the term “stock” includes rights to 
acquire such stock. 


Section 305(b) (1) of the Code pro- 
vides that section 305(a) will not 
apply, and the distribution will be 
treated as a distribution to which sec- 
tion 301 applies, if the distribution is, 
at the election of any shareholder 
(whether exercised before or after the 
declaration), payable either in the 
stock of the distributing corporation 
or in property. 

In the instant case, X is distributing 
only cash dividends, and certain par- 
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ticipating shareholders are electing to 
use the cash dividends distributed to 
them to purchase additional shares of 
stock on the open market. 


Accordingly, the cash dividend dis- 
tribution is treated as a distribution of 
property to the shareholders of X 
within the meaning of section 301 (a) 
of the Code. Section 305 is not appli- 
cable to the transaction because X is 
not distributing any stock. 


Rev. Rul. 76-53, 1976-1 C.B. 87, 
concerns a situation where a widely 
held corporation that regularly dis- 
tributes its earnings and _ profits, 
adopted a plan permitting the share- 
holders to choose to have all of the 
cash dividends, otherwise payable on 
the common shares owned by the 
shareholder, automatically invested to 
purchase additional shares of the com- 
pany’s stock. The shareholders who 
elect to participate under this plan ac- 
quire the company’s stock at a price 
equal to 95 percent of the fair market 
value of such stock on the dividend 
payment date. That Revenue Ruling 
concludes that the distributions made 
by the corporation while this plan is 
in effect are properly treated as pay- 
able either in stock or in cash at the 
election of the shareholder within the 
meaning of section 305(b) (1) of the 
Code and, therefore, such participat- 
ing shareholders will be treated as 
having recieved a distribution to which 
section 301 applies by reason of section 
305(b) (1). In the instant case section 
301 applies directly to the cash divi- 
dends without reference to section 305 
(b) (1) because the distribution is pay- 
able by X only in cash, and the share- 
holders of X do not have the election 
of receiving their dividend distribution 
in either stock or cash. 


Rev. Rul. 76-53 is distinguished. 


26 CFR 1.305-3: Disproportionate distribu- 


tions. 


Redemption; proportionate inter- 
est increased; merger. |solated re- 
demptions of stock over the previ- 
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ous 3 years from retiring employee- 
shareholders or estates of deceased 
shareholders and redemptions un- 
der a merger whereby numerous 
minority shareholders were elimi- 
nated and received only cash in the 
transactions are not deemed under 
section 305(c) of the Code to result 
in distributions to which sections 
 305(b)(2) and 301 apply. 


Rev. Rul. 77-19 


Advice has been requested whether 
under the circumstances described be- 
low, past redemptions and a current 
redemption by a corporation consti- 
tute a periodic redemption plan the 
effect of which is to increase the pro- 
portionate interests of certain share- 
holders within the meaning of section 
305(b) (2) and (c) of the Internal 
Revenue Code of 1954. 

Corporation X is a publicly held 
corporation with 450,000 shares of 
common stock outstanding, Its stock 
has been traded over-the-counter, but 
no active market for X stock currently 
exists. 

Although no formal plan or resolu- 
tion has been adopted calling for X 
to redeem shares of its stock, X, over 
the previous 36 months, has redeemed 
20,000 shares of its common stock in 
20 separa‘e transactions. The redeem- 
ing shareholders have consisted prin- 
cipally of retiring employees of X or 
the estates of deceased shareholders. 
Eighteen of these transactions were 
distributions in redemption of stock 
within the meaning of section 302(a) 
of the Code. The remaining two were 
distributions to which section 301 ap- 
plied. 

The management of X has now de- 
termined that it would be beneficial 
to eliminate shareholders who do not 
own a significant amount of X stock. 

Accordingly, pursuant to a merger 
under section 368(a)(1)(A) of the 
Code, X corporation was merged with 
and into Y corporation, a corporation 
newly formed by X for the purpose of 
effecting the merger. In the merger, 
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Y issued shares of its common stock 
and cash to the exchanging share- 
holders of X corporation. The ex- 
change ratio called for the exchange 
of one share of Y’s common stock for 
200 shares of X’s common stock. 
Shareholders with less than 200 shares 
of X common stock received 20x dol- 
lars in cash for each share of X stock 
surrendered. In the transaction, Y is- 
sued 2,600 shares of its common stock 
to former X shareholders; and, num- 
erous shareholders of X who owned 
in the aggregate 50,000 shares of X 
common stock received only cash. As 
a result, corporation Y has 81 per- 
cent fewer shareholders than X. As 
provided in Rev. Rul. 74-515, 1974-2 
C.B. 118, those X shareholders who 
received only cash in exchange for 
their X stock are treated as having 
their X stock redeemed under section 


302. 


Section 305(b) (2) of the Code pro- 
vides that subsection (a) shall not 
apply to a distribution by a corpora- 
tion of its stock, and the distribution 
shall be treated as a distribution of 
property to which section 301 applies 
if the distribution (or a series of dis- 
tributions of which such distribution 
is one) has the result of the receipt 
of property by some shareholders and 
an increase in the proportionate in- 
terests of the other shareholders in 
the assets or earnings and profits of 
the corporation. 


Section 305(c) of the Code pro- 
vides, in part, that the Secretary of 
the Treasury or the Secretary’s dele- 
gate shall prescribe the circumstances 
under which a redemption that is 
treated as a distribution to which 
section 301 applies, or any transaction, 
that has the effect of a distribution 
described in section 305(b), will be 
treated as a distribution under sec- 
tion 301 with respect to any share- 
holder whose proportionate interest 
in the earnings and profits or assets 
of the corporation is increased by the 
transaction. 


Section 1.305-7(a) of the Income 


Tax Regulations provides, in part, 
that a transaction, including a re- 
demption which is treated as a dis- 
tribution to which section 301 of the 
Code applies, described in section 305 
(c) will be treated as a distribution 
to which sections 305(b) and 301 ap- 
ply if (1) the proportionate interest 
of any shareholder in the earnings and 
profits or assets of the corporation 
deemed to have made such distribu- 
tion is increased by such transaction, 
and (2) such distribution has the re- 
sult described in section 305(b) (2), 
(3), (4), or (5). 

Section 1.305-3(b) (3) of the regu- 
lations provides, in part, that a dis- 
tribution of property incident to an 
isolated redemption of stock (for ex- 
ample, pursuant to a tender offer) 
will not cause section 305(b)(2) to 
apply even though the redemption 
distribution is treated as a distribution 
of property to which section 301, 871 
(a) (1) (A), 881(a) (1), or 356(a) (2) 
applies. 

Section 1.305-3(b) (4) of the regu- 
lations provides, in part, that where 
the receipt of cash or property oc- 
curs more than 36 months following 
a distribution or series of distributions 
of stock, or where a distribution or 
series of distributions of stock is made 
more than 36 months following the 
receipt of cash or property, such dis- 
tribution or distributions will be pre- 
sumed not to result in the receipt of 
cash or property by some sharehold- 
ers and an increase in the proportion- 
ate interest of other shareholders, un- 
less the receipt of cash or property 
and the distribution or series of dis- 
tributions of stock are made pursuant 
to a plan. 


Example (10) of section 1.305-3(e) 
of the regulations involves a situation 
where corporation P has 1,000 shares 
of stock outstanding. T owns 700 
shares of the P stock and G owns 300 
shares of the P stock. In a single and 
isolated redemption to which section 
301 of the Code applies, the corpora- 
tion redeems 150 shares of T’s stock. 
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Since this is an isolated redemption 
and is not part of a periodic redemp- 
tion plan, G is not treated as having 
received a deemed distribution under 
section 305(c) to which sections 305 
(b)(2) and 301 apply even though 
G has an increased proportionate in- 
terest in the assets and earnings and 
profits of the corporation. 

Sections 305(c) and 305(b)(2) of 
the Code are intended to apply to cor- 
porate stock redemptions that are in 
pursuance of a plan to periodically 
redeem the interest of some of a cor- 
porations shareholders. See S. Rep. 
No. 522, 91st Cong., Ist Sess. (1969), 
1969-3 C.B. 423, 521, which provides, 
in part, as follows: 


A periodic redemption plan may exist, 
for example, where a corporation agrees to 
redeem a small percentage of each common 
shareholders stock annually at the election 
of the shareholder. The shareholders whose 
stock is redeemed receive cash, and the 
shareholders whose stock is not redeemed 
receive an automatic increase in their pro- 
portionate interests. However, the commit- 
tee does not intend that this regulatory au- 
thority is to be used to bring isolated 
redemptions of stock under the dispropor- 
tionate distribution rule (of sec. 305 


(b) (2)). 


In the instant case, all of the re- 
demptions that occurred in the past 
36 months were principally from re- 
tiring employees of X or the estates 
of deceased shareholders. Also, the re- 
demptions completely terminated the 
direct ownership of the redeemed 
shareholders. The circumstances sur- 
rounding the prior redemptions indi- 
cate there was no direct relation be- 
tween the prior redemptions and the 
redemptions that were effected pur- 
suant to the merger agreement. Fur- 
thermore, the magnitude of the latter 
is of such a nature that it should be 
considered as an isolated redemption. 
The redemptions were not distribu- 
tions to which section 305(b) (2) of 
the Code applies by reason of applica- 
tion of section 1.305-3(b) (3) of the 
regulations even though the redemp- 
tion had the effect of transactions de- 
scribed in that section since one group 
of shareholders increased their pro- 


portionate interest in the assets and 
earnings and profits of the corpora- 
tion while other shareholders may 
have received cash in a transaction to 
which section 301 applied. See section 
356. 

This is consistent with the conclu- 
sion reached in example (10) of sec- 
tion 1.305-3(e) of the regulations 
where isolated redemptions do not 
cause section 305(b)(2) of the Code 
to apply even though there are in- 
creased proportionate interests in the 
assets and earnings and profits of the 
corporation by some shareholders and 
receipts of property by other share- 
holders. 

Accordingly, in the instant case 
the redemptions are not deemed, un- 
der section 305(c) of the Code, to 
result in distributions to which sec- 
tions 305(b) (2) and 301 apply. 


26 CFR 1.305-7: Certain transactions 
treated as distributions. 

Deemed distribution; increase in 
conversion ratio of preferred stock. 
An increase in the conversion ratio 
of convertible preferred stock to 
protect against dilution of the pre- 
ferred shareholders’ investments 
caused by a nontaxabie distribution 
of stock of the corporation’s wholly 
owned subsidiary is not treated as 
a deemed distribution of stock to 
which section 301 of the Code ap- 
plies. 


Rev. Rul. 77-37 


Advice has been requested whether 
an increase in the conversion ratio of 
convertible preferred stock to reflect a 
distribution of stock to the common 
shareholders under section 355 of the 
Internal Revenue Code of 1954 is a 
distribution to which section 301 ap- 
plies because of the application of sec- 
tion 305(b) and (c). 

X corporation has outstanding both 
common stock and convertible pre- 
ferred stock. The preferred stock is 
convertible into the common stock at a 
fixed ratio. Pursuant to a consent de- 


Section 305 


cree entered into with an agency of the 
United States Government, X distrib- 
uted all the stock in its wholly owned 
subsidiary, Y, to its common share- 
holders in a nontaxable spin-off under 
section 355 of the Code. No other 
property was distributed to the share- 
holders. Since the distribution of the 
Y stock diluted the conversion value of 
the preferred stock by decreasing the 
value of the X common stock, X in- 
creased the conversion ratio of the pre- 
ferred stock to the extent necessary to 
fully protect the preferred sharehold- 
ers’ investments from such dilution. 

Section 305(a) of the Code provides 
that gross income does not include the 
amount of any distribution of the stock 
of a corporation made by such corpo- 
ration to its shareholders with respect 
to its stock, except as otherwise pro- 
vided in section 305(b) and (c). 

Section 305(b) of the Code pro- 
vides exceptions under which section 
305(a) shall not apply to a distribu- 
tion (including a deemed distribution 
under section 305(c)) by a corpora- 
tion of its stock, and the distribution 
shall be treated as a distribution to 
which section 301 applies. 

Section 305(c) of the Code pro- 
vides, in part, that the Secretary of 
the Treasury shall prescribe regula- 
tions under which a change in conver- 
sion ratio shall be treated as a distri- 
bution for purposes of section 305 with 
respect to any shareholder whose pro- 
portionate interest in the earnings and 
profits or assets of the corporation is 
increased by such change. 

Section 1.305-7(b) of the Income 
Tax Regulations provides, in part, that 
for purposes of applying section 305 
(c) of the Code in conjunction with 
section 305(b), a change in the con- 
version ratio of convertible preferred 
stock made pursuant to a bona fide, 
reasonable, adjustment formula that 
has the effect of preventing dilution of 
the interest of the holders of such stock 
will not be considered to result in a 
deemed distribution of stock. The reg- 
ulation adds that an adjustment in the 
conversion ratio to compensate for 








Section 305 


cash or property distributions to other 
shareholders that are taxable under 
sections 301, 356(a) (2), 871(a) (1) 
(A), 881(a) (1), 852(b), or 857(b) 
will not be considered as made pur- 
suant to a bona fide adjustment for- 
mula. 


The increase in the conversion ratio 
-of the convertible preferred stock in 
the instant case was made to the ex- 
tent necessary to fully protect the pre- 
ferred shareholders’ investments from 
dilution caused by a nontaxable spin- 
off of the Y stock under section 355 of 
the Code. 


For this reason, and since sections 
301, 356(a) (2), 871(a) (1) (A), 881 
(a) (1), 852(b), and 857(b) of the 
Code are not applicable to the spin-off, 
the increase in conversion ratio is 
made pursuant to a bona fide, reason- 
able, adjustment formula that has the 
effect of preventing dilution of the in- 
terest of the convertible preferred 
shareholders. 


Accordingly, the increase in the con- 
version ratio of the preferred stock will 
not be treated as a deemed distribution 
of stock to which section 301 applies 
because of the application of section 


305(b) and (c). 





Section 306.—Dispositions of 
Certain Stock 


26 CFR 1.306-3: Section 306 stock defined. 


Section 306 stock; tax free ex- 
change. Section 306 preferred 
stock transferred by shareholders 
in a tax free exchange to their 
wholly owned corporation, whether 
or not it has earnings and profits, 
for other preferred stock of equal 
value remains section 306 stock in 
the hands of the corporation and 
the preferred stock received by the 
shareholders is also section 306 
stock. 


Rev. Rul. 77-108 


Advice has been requested whether 


section 306(c) (2) of the Internal Rev- 
enue Code of 1954 applies to preferred 
stock issued in exchange for other pre- 
ferred stock that is “section 306 stock’, 
in a transaction under section 351. 


Corporation X has outstanding both 
nonvoting preferred stock that is “sec- 
tion 306 stock” and common stock. 
For valid business reasons, the X 
shareholders transferred all of their 
nonvoting preferred stock in X to Y,a 
corporation all the outstanding stock 
of which was owned by them, in ex- 
change for Y nonvoting preferred 
stock of equal value. Y had no earn- 
ings and profits. The transfer qualified 
as a tax free exchange under section 
351 of the Code. Under section 358 
(a)(1) the basis of the Y preferred 
stock in the hands of the X sharehold- 
ers is the same as their basis in the X 
preferred stock exchanged therefor. 
Under section 362(a) (1) the basis of 
the X preferred stock in the hands of 
Y is the same as the basis of the X 
preferred stock in the hands of the X 
shareholders. 


Section 306(a) of the Code pro- 
vides, in general, that the proceeds 
from the sale or disposition of “section 
306 stock” shall be treated either as 
gain from the sale of property which 
is not a capital asset, or as a distribu- 
tion of property to which section 301 
applies. Section 306(b) (3) provides 
that section 306(a) shall not apply to 
the extent that, under any provision 
of Subtitle A of the Code, gain or loss 
to the shareholder is not recognized 
with respect to the disposition of the 
“section 306 stock.” 


Section 1.306-2(b) (2) of the In- 
come Tax Regulations provides, in 
part, that section 306(a) of the Code 
does not apply to exchanges of stock 
solely for stock in connection with an 
exchange under section 351 to the ex- 
tent that gain or loss is not recognized 
to the shareholders as a result of the 
exchange of the stock. 

Since the X shareholders recognized 
no gain or loss as a result of the ex- 
change of the X preferred stock under 





section 351 and Y has no earnings and 
profits, the questions presented are 
whether the Y preferred stock received 
by the X shareholders is “section 306 
stock” and whether the X preferred 
stock in the hand of Y is still “section 
306 stock.” 


Section 306(c) (1) (C) of the Code 
includes in the definition of “section 
306 stock” any stock, the basis of 
which (in the hands of the shareholder 
selling or otherwise disposing of such 
stock) is determined by reference to 
the basis (in the hands of such share- 
holder or any other person) of section 


306 stock. 


Section 306(c) (2) of the Code pro- 
vides that the term “section 306 stock” 
does not include any stock no part of 
the distribution of which would have 
been a dividend at the time of the dis- 
tribution if money had been distrib- 
uted in lieu of the stock. ‘Eherefore, if 
the distributing corporation has no 
earnings and profits, a distribution of 
stock other than common stock will 


not constitute a distribution of section 
306 stock. 


In this case, it is immaterial that Y 
has no earnings and profits because the 
Y preferred stock was not distributed 
by Y to the X shareholders, as re- 
quired by section 306(c)(2) of the 
Code, but was issued to them in ex- 
change for the X preferred stock. 


Accordingly, section 306(c) (2) of 
the Code does not apply to the Y pre- 
ferred stock received in exchange for 
the X preferred stock. Therefore, un- 
der section 306(c) (1) (C), the Y pre- 
ferred stock is section 306 stock be- 
cause its basis to the X shareholders is 
determined by reference to their basis 
in the X preferred stock exchanged 
therefor, which was section 306 stock 
in their hands. Likewise, under section 
306(c) (1) (C), the X preferred stock 
remains section 306 stock in the hands 
of Y because the basis to Y is deter- 
mined by reference to the basis in the 
hands of the X shareholders. See sec- 
tion 1.306-3(e) of the Income Tax 
Regulations. 
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Subpart B.—Effects on Corporation 





Section 311.—Taxability of 
Corporation on Distribution 


26 CFR 1.311-1: General. 


Whether section 482 of the Code is ap- 
plicable to the bargain sale by a first tier 
domestic subsidiary to its foreign parent 
corporation of stock of second tier foreign 
subsidiaries in view of the provisions of 
sections 301 and 311. See Rev. Rul. 77-83, 
page 139. 


26 CFR 1.311-2: Appreciated property 
used to redeem stock. 


Whether section 311 of the Code is 
applicable where the stock of two corpora- 
tions (X and Y) is owned by two share- 
holders, A and B (each owns 50 percent of 
the stock of X and Y), and, pursuant to 
a plan, some of the properties of both X 
and Y are transferred to a new corporation 
(Z) for stock of Z (X received approxi- 
mately 84 percent of the stock and Y re- 
ceived 16 percent) followed by a distribu- 
tion of such stock by X and Y to B in ex- 
change for all of B’s stock in X and Y. See 
Rev. Rul. 77-11, page 93. 





Subpart C.—Definitions; Constructive Ownership 
of Stock 





Section 316.—Dividend Defined 
26 CFR 1.316-1: Dividends. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Part I1.—Corporate Liquidations 
Subpart A.—Effects on Recipients 





Section 331.—Gain or Loss to 
Shareholders in Corporate 
Liquidations 


26 CFR 1.331-1: Corporate liquidations. 


Whether the distribution by a corpora- 
tion of the assets of one of its two businesses 
followed by the reincorporation of the as- 
sets distributed is a partial liquidation and 
reincorporation or a reorganization. See 
Rev. Rul. 77-191, page 94. 


Section 334.—Basis of Property 
Received in Liquidations 


26 CFR 1.334-1: Basis of property received 
in liquidations. 


Guidelines for determining fair market 
value of inventory received in liquidation 
where the basis of the inventory is to be 
determined under section 334(b) (2) of the 
Code. See Rev. Proc. 77-12, page 569. 


26 CFR 1.334-1: Basis of property re- 
ceived in liquidations. 


Whether the acquiescence in South 
Lake Farms, Inc., 36 T.C. 1027 (1961), 
acg., 1975-1 C.B. 2, aff'd, 324 F.2d 837 
(9th Cir. 1963), indicates an apparent 
conflict with the position of the Internal 
Revenue Service with regard to the ap- 
plicability of the “tax benefit rule” to 
corporate liquidations under section 336 
of the Code as provided in Rev. Rul. 74- 
396, 1974-2 C.B. 106. See Rev. Rul. 77-67, 
page 33. 





Subpart B.—Effects on Corporation 





Section 337—Gain or Loss on 
Sales or Exchanges in Connection 
With Certain Liquidations 

26 CFR 1.337-1: General. 

(Also Section 631; 1.631-3.) 

Advance royalties received sub- 
sequent to adoption of plan of 
liquidation. Advance royalty pay- 
ments received in 1977 by a cal- 
endar-year corporation, subsequent 
to the adoption of a plan of com- 
plete liquidation, for coal that is 
mined on land it has owned for 
more than 9 months qualify as pay- 
ments received from a “sale or ex- 
change” of property for purposes 
of section 337(a) of the Code. How- 
ever, if the right to mine coal under 
the contract expires, terminates, or 
is abandoned before the coal is 
mined, the corporation must treat 
the payments attributable to the 
unmined coal as ordinary income. 


Rev. Rul. 77-109 


Advice has been requested whether, 
under the circumstances described be- 
low, the “sale or exchange” require- 
ment of section 337(a) of the Internal 
Revenue Code of 1954 is satisfied. 


Section 337 


X corporation, a calendar year tax- 
payer, owned a tract of coal land in 
fee for more than 9 months. This land 
was located in the United States and 
the coal mined therefrom was used in 
X’s business. In January 1977 X 
adopted a plan of complete liquida- 
tion. In February 1977 X leased to 
another party the right to mine all the 
coal in this tract in return for a royalty 
of a specified cash amount per ton. At 
the time the lease was entered into, the 
lessee, pursuant to the lease agreement, 
made a cash advance royalty payment 
to X that was to be applied as pay- 
ment for coal subsequently mined. 
Within 12 months of the date of the 
adoption of the plan liquidation, X 
distributed all of its assets to its share- 
holders in complete liquidation. Pur- 
suant to section 1.631-3(c) (1) (i) of 
the Income Tax Regulations, X 
treated the advance royalty payment 
as proceeds from the sale of the coal. 


Section 631(c) of the Code pro- 
vides, in part, for taxable years begin- 
ning in 1977, that in the case of dis- 
posal of coal mined in the United 
States, held for more than 9 months 
before such disposal, by the owner 
thereof under any form of contract by 
virtue of which such owner retains an 
economic interest in such coal, the dif- 
ference between the amount realized 
from the disposal and the adjusted de- 
pletion basis shall be considered as 
though it were gain or loss on the sale 
of such coal. 


Section 337(a) of the Code pro- 
vides for the nonrecognition of gain 
or loss on the sale or exchange by a 
corporation of property (as defined in 
section 337(b)) within a 12-month 
period beginning on the date of the 
adoption of a plan of complete liqui- 
dation by the corporation if all of the 
assets of the corporation are distrib- 
uted to its shareholders in complete 
liquidation (less assets retained to 
meet claims), and if the limitations 
contained in section 337(c) do not 
apply. 

In Rev. Rul. 64-100, 1964-1 (Part 
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Section 337 


1) C.B. 130, an involuntary conver- 
sion of property resulting from the 
complete destruction by fire of a build- 
ing used in the taxpayer’s trade or 
business qualified as a “sale or ex- 
change” for purposes of section 337 (a) 
of the Code. See also Rev. Rul. 57- 
243, 1957-1 C.B. 116, in which a liqui- 
dation treated under section 331 (a) 
as an exchange qualified as a “sale or 
exchange” for purposes of section 337 
(a). 

Accordingly, since the advance roy- 
alty payment received from the dis- 
posal of coal by X pursuant to the 
lease is treated as received from the 
sale of coal under section 631(c) of 
the Code, the disposal qualifies as a 
“sale or exchange” for purposes of sec- 
tion 337(a). However, as provided in 
section 1.631-3(c)(2) of the regula- 
tions, if the right to mine coal under 
the contract expires, terminates, or is 
abandoned before the coal that has 
been paid for is mined, X shall treat 
payments attributable to the unmined 
coal as ordinary income and not as 
received from the sale of coal under 
section 631(c). 


26 CFR 1.337-2: Sales or exchanges within 
the scope of section 337. 

Liquidations; distributions de- 
layed beyond 12 months. Section 
337 of the Code does not apply to 
a transaction in which a corpora- 
tion sold its assets at a loss and 
deliberately delayed the liquidation 
distribution beyond 12 months 
from the date of adoption of the 
plan of liquidation; consequently, 
the loss is realized and recognized 
by the corporation. 


Rev. Rul. 77-150 


Advice has been requested concern- 
ing the applicability of section 337 of 
the Internal Revenue Code of 1954 to 
the situation described below. 

On January 1, 1975, the sharehold- 
ers of X, a domestic corporation, 
adopted a plan of complete liquida- 
tion as described in section 337 of the 


Code. In connection with this plan of 
liquidation, X sold its assets on Febru- 
ary 1, 1975, to an unrelated third party 
and realized a loss upon the sale. In 
order to avail itself of the use of this 
loss, X intentionally waited until April 
1, 1976, a period in excess of 12 
months from the date of adoption of 
the plan of liquidation, before distrib- 
uting all of the proceeds from the sale 
of its assets to its shareholders in liqui- 
dation. 

Section 337(a) of the Code provides 
that if a corporation adopts a plan of 
complete liquidation on or after June 
22, 1954, and, within the 12-month pe- 
riod beginning on the date of the 
adoption of such plan, all of the assets 
of the corporation, less assets retained 
to meet claims, are distributed in com- 
plete liquidation, then no gain or loss 
shall be recognized to such corporation 
from the sale or exchange by it of 
property within such 12-month period. 

Section 1.337-2(b) of the Income 
Tax Regulations provides, in part, that 
section 337 of the Code will not apply 
in any case in which all of the corpo- 
rate assets (other than those retained 
to meet claims) are not distributed to 
the shareholders within 12 months 
after the date of the adoption of a 
resolution by the shareholders author- 
izing the distribution of all the corpo- 
rate assets in redemption of all the cor- 
porate stock. 

The legislative history concerning 
section 337 of the Code indicates that 
the section was designed to operate in 
a mechanical fashion so that uncer- 
tainty would be eliminated in liquida- 
tions thereunder. See S. Rep. No. 
1622, 83rd Cong., 2d Sess. 48 (1954). 
The available judicial authorities re- 
flect this Congressional intent and in- 
dicate that a corporation in liquidation 
status may intentionally avoid the ap- 
plication of section 337 by retaining 
assets in excess of those needed to meet 
claims beyond the 12 month period in 
section 337(a). In this regard, see the 
case of Milwaukee Sanitarium uv. 
United States, 193 F. Supp. 299 (E.D. 
Wisc. 1961) wherein, prior to the trial 





of the case, the government stipulated 
that assets deliberately retained by the 
corporation beyond the 12 month pe- 
riod exceeded the amount required to 
meet all possible claims and the court 
viewed such stipulation as an admis- 
sion by the government that a delib- 
erate retention of assets beyond the 12 
month period prevents the application 
of section 337 so long as the assets re- 
tained exceed the amount required to 
meet all claims. Also, see, Bird Man- 
agement, Inc., 48 T.C. 586, 594 
(1976) wherein the following state- 
ment is made: “It is true that peti- 
tioner might have delayed the distri- 
bution of its real estate or other assets 
past the June 26, 1962, deadline and 
thus have avoided the operation of 
section 337.” 

Accordingly, section 337 of the Code 
is not applicable under the facts de- 
scribed above because all of the assets 
of X (other than those retained to 
meet claims) were not distributed to 
the shareholders of X within 12 
months after the date of the adoption 
of the resolution by the shareholders 
authorizing the liquidation of X. Con- 
sequently, the loss realized by X is rec- 
ognized by X. 


26 CFR 1.337-3: Property defined. 


Liquidations; sale of property; 
mortgage servicing contracts. The 
Service will follow the John T. 
Stewart /// Trust decision holding 
that the sale of rights to service 
real estate mortgage contracts, 
under which no services had been 
performed prior to the sale, by a 
liquidating mortgage banking cor- 
poration, which was not a collapsi- 
ble corporation, was a sale of prop- 
erty to which the nonrecognition 
provisions of section 337 of the 
Code apply. 


Rev. Rul. 77-190 


Advice has been requested whether, 
under the circumstances described be- 
low, a liquidating corporation’s sale 
of mortgage servicing rights qualifies 
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for nonrecognition treatment under 
section 337 of the Internal Revenue 
Code of 1954. 

X, a corporation engaged in the 
mortgage banking business that was 
not a collapsible corporation as de- 
fined in section 341(b) of the Code, 
sold all of its assets to Y, a commer- 
cial banking corporation, for 400x 
dollars and distributed the entire pro- 
ceeds to its shareholders in complete 
liquidation pursuant to the terms of 
section 337. In connection with and 
as part of the sale, Y paid X 47x 
dollars for the rights of X to service 
real estate mortgage contracts. At 
the time these contracts were sold, 
no services had been performed by X 
and thus no income had been earned 
by X with respect to these contracts. 

Section 337(a) of the Code pro- 
vides, in general, that if a corpora- 
tion adopts a plan of complete liqui- 
dation and, within a 12-month period 
beginning on the date of the adoption 
of the plan, all of the assets of the 
corporation are distributed in com- 
plete liquidation, less those retained 
to meet claims, then no gain or loss 
will be recognized to such corporation 
from the sale or exchange by it of 
property within such 12-month period. 

Section 337(b) of the Code pro- 
vides that with certain exceptions the 
term property for purposes of section 
337(a) does not include inventory 
property, property held for sale to 
customers in the ordinary course of a 
corporation’s trade or business, or 
installment obligations. 


Section 1.337-3 of the Income Tax 
Regulations also defines the term 
property as used in section 337(a) 
of the Code by stating what the term 
property does not include. However, 
section 1.337-3 states, in part, that 
with the exceptions listed therein, the 
term propery includes all assets owned 
by a corporation. None of the excep- 
tions listed are relevant to the facts 
under consideration herein. 


At issue here, as in the case of 
John T. Stewart III Trust, 63 T.C. 


682 (1975), acq., page 1 of this 
Bulletin, is whether the sale of the 
rights to service real estate mortgage 
contracts by X constituted a sale of 
property within the meaning of sec- 
tion 337(b) of the Code, thereby 
qualifying the gain realied for nonrec- 
ognition treatment under section 337 
(a). 

The Commissioner argued in 
Stewart that these rights did not con- 
stitute property for purposes of sec- 
tion 337 of the Code on the theory 
that section 337 was not intended to 
result in nonrecognition on all sales 
and exchanges of property, specifically 
those sales or exchanges that would 
result in the conversion of ordinary 
income into capital gain. Alternatively, 
it was argued by the Service that even 
if there had been a sale of property 
within the meaning of section 337, as- 
signment of income principles would 
require such amounts to be taxable as 
ordinary income under section 61. 


The United States Tax Court in 
Stewart held that mortgage servicing 
rights were property under section 
337 of the Code. In so holding, the 
court indicated that only those types 
of property expressly excluded by sec- 
tion 337(b) would fall outside of the 
definition of the term property as used 
in section 337. The court specifically 
rejected any contention that the term 
property for purposes of section 337 
was synonymous with the term capi- 
tal asset contained in section 1221. 


Based on the Tax Court’s rationale 
in Stewart, the Internal Revenue 
Service now agrees that the term 
property as used in section 337 of the 
Code includes all assets of a corpora- 
tion except the specific statutory ex- 
ceptions in section 337(b) which are 
not relevant in this case. Also, in ac- 
cord with Stewart, the Service agrees 
that the term property as used in sec- 
tion 337 is not limited to capital assets 
as defined in section 1221. 

In addition, the Service believes the 
Tax Court was correct in holding that 
no assignment of income was involved 


Section 337 


in Stewart. The transaction involved 
the sale of what must be regarded as 
contractual rights to perform services 
in the future. Because the services un- 
der these contracts had not been per- 
formed and no income therefrom had 
been earned prior to the sale of these 
contractual rights, pursuant to section 
337 of the Code, no assignment of in- 
come occurred. See Midland-Ross 
Corporation v. United States, 485 F. 
2d 110 (6th Cir. 1973). But see Rev. 
Rul. 57-482, 1957-2 C.B. 49 (need 
for reserve for bad debts was elimi- 
nated on liquidation), Rev. Rul. 59- 
120, 1959-1 C.B. 74 (income earned 
prior to liquidation), and Rev. Rul. 
61-214, 1961-2 C.B. 60 (sale of previ- 
ously deducted items) which illustrate 
liquidations under section 337 where 
recognition treatment at the corporate 
level occurs as a result of application 
of the assignment of income doctrine 
or the tax benefit doctrine. 

The instant situation is distinguish- 
able from those cases which would 
have required X to recognize ordinary 
income rather than capital gain had 
the sale of the mortgage servicing 
rights not been part of a liquidation 
under section 337 of the Code. See, 
for example, United States v. Eidson, 
310 F.2d 111 (5th Cir. 1962). Those 
cases involved the question of the char- 
acterization of gain admittedly recog- 
nized by the corporation, whereas the 
issue in a liquidation sale under sec- 
tion 337 is whether gain that is real- 
ized by a liquidating ‘corporation is 
entitled to nonrecognition treatment 
by virtue of that section. 


Moreover, since the mortgage serv- 
icing rights in this case and in Stewart 
could have been distributed in liquida- 
tion without the recognition of income 
by X, the result reached herein and 
in Stewart maintains the parity of tax 
consequences which obtains whether 
the liquidating corporation sells the 
assets itself, pursuant to the terms of 
section 337, or distributes them in 
kind to the shareholders for sale. 


Accordingly, the 47x dollars re- 
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ceived by X, in payment for the rights 
to service real estate mortgage con- 
tracts, is subject to the nonrecognition 
provisions of section 337 of the Code 
and is not ordinary income to X under 
section 61. 





Subpart D.—Definition 





Section 346.—Partial Liquidation 
Defined 


26 CFR 1.346-1: Partial liquidation. 


Partial liquidation; payments on 
note assigned to shareholders. The 
assignment by a corporation to its 
shareholders of the right to receive 
payments on a note received by the 
corporation from the purchaser of 
part of its business in a transaction 
qualifying as a partial liquidation 
under section 346(a)(2) of the 
Code is a distribution of the pro- 
ceeds of the partial liquidation. 


Rev. Rul. 77-166 


Advice has been requested whether 
the assignment by a corporation to its 
shareholders of the right to receive 
payments on a note received by the 
corporation from the purchaser of 
part of its business in a transaction 
qualifying as a partial liquidation un- 
der section 346(a) (2) of the Internal 
Revenue Code of 1954 is a distribu- 
tion of the proceeds of the partial 
liquidation. 

X corporation sold one of its manu- 
facturing divisions. Part of the pur- 
chase price was paid in cash and the 
balance (10x dollars) was payable in 
annual installments pursuant to an in- 
terest bearing promissory note. The 
amount realized by X on the sale 
under section 1001 of the Code was 
the sum of the money received plus 
the fair market value of the note. 

X wanted to distribute the note 
pro rata to its shareholders. However, 
because of the large number of X 
shareholders an in kind distribution 
of the note would have been expen- 
sive and impractical. X retained the 
note but, pursuant to a plan of par- 


tial liquidation and in redemption of 
part of its stock, X executed an ir- 
revocable assignment to its share- 
holders of the right to receive pro 
rata the payments of principal and 
interest neither of which was due or 
payable at the time of distribution. 
Thus, the beneficial interest in the 
note was transferred to the X share- 
holders while legal title to the note 
remained with X. A legend was 
placed on the note stating that the 
right to receive payments on the note 
had been assigned to the X share- 
holders. The X shareholders desig- 
nated a bank to act as trustee on their 
behalf for the purpose of receiving 
payments on the note and distributing 
such payments to them. In the event 
of default on payments on the note, 
the X shareholders can look only 
to the maker of the note for pay- 
ment. 


Section 331 (a) (2) of the Code pro- 
vides that amounts distributed in par- 
tial liquidation of a corporation (as 
defined in section 346) shall be 
treated as in part or full payment in 
exchange for the stock. 


Section 346(a) (2) of the Code pro- 
vides, in part, that a distribution 
shall be treated as in partial liquida- 
tion of a corporation if it is not essen- 
tially equivalent to a dividend, is in 
redemption of a part of the stock of 
the corporation pursuant to a plan, 
and occurs within the taxable year in 
which the plan is adopted or within 
the succeeding taxable year. Section 
1.346-1(a) of the Income Tax Regula- 


tions provides that a distribution re-- 


sulting from a genuine contraction of 
the corporate business is an example 
of a distribution that will qualify as a 
partial liquidation under section 346 
(a) (2). 

If X had transferred to its share- 
holders the note received by it in pay- 
ment for the property sold, the trans- 
fer would have qualified as a dis- 
tribution in partial liquidation for 
purposes of section 346(a) (2) of the 
Code. The effect of X’s irrevocable 





and complete assignment of its right 
to payments on the note is the same 
as if the note itself had been trans- 
ferred. See Rev. Rul. 74-476, 1974-2 
C.B. 104, where an assignment by a 
corporation to its shareholders of the 
right to receive the proceeds from a 
Federal income tax refund claim is 
treated as a distribution for purposes 
of section 333, which provides a spe- 
cial rule for the treatment of gain 
realized on the distribution of property 
upon the liquidation of a corporation. 

Accordingly, the fair market value 
of the right to receive payments (prin- 
cipal and interest) on the note as- 
signed by X to its shareholders is a 
distribution for purposes of section 
346(a)(2) of the Code. Interest on 
the note received by, or credited, to 
the shareholders is included in their 
gross income pursuant to sections 61 
(a) (4) and 451. 

The maximum amount that will be 
considered to be a distribution in par- 
tial liquidation will be an amount that 
does not exceed the proceeds from the 
sale of the assets of the discontinued 
business plus that portion of the work- 
ing capital reasonably attributed to 
the discontinued business, less the 
liabilities attributable to the discon- 
tinued business (including all expenses 
and taxes incurred in connection with 
the sale of the assets and the distribu- 
tion). See Rev. Rul. 60-232, 1960-2 
C.B. 115. 


26 CFR 1.346-1: Partial liquidation. 


Whether the distribution by a corpora- 
tion of the assets of one of its two businesses 
followed by the reincorporation of the as- 
sets distributed is a partial liquidation and 
reincorporation or a reorganization. See 


Rev. Rul. 77-191, page 94. 





Part IIl.—Corporate Organizations and 
Reorganizations 
Subpart A.—Corporate Organizations 





Section 351.—Transfer to 
Corporation Controlled by 
Transferor 


26 CFR 1.351-1: Transfer to corporation 
controlled by transferor. 
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Whether section 351 of the Code of 
1954 is applicable where the stock of two 
corporations (X and Y) is owned by two 
shareholders, A and B (each owns 50 per- 
cent of the stock of X and Y), and, pur- 
suant to a plan, some of the properties of 
both X and Y are transferred to a new 
corporation (Z) for stock of Z (X received 
approximately 84 percent of the stock and 
Y received 16 percent) followed by a dis- 
tribution of such stock by X and Y to B 
in exchange for all of B’s stock in X and 
Y. See Rev. Rul. 77-11, page 93. 


26 CFR 1.351-1: Transfer to corporation 
controlled by transferor. 


Whether transfer by a hospital exempt 
under section 501(c)(3) of the Code of 
debt-financed property to its wholly owned 
subsidiary for stock under section 351 is 
subject to tax under section 511. See Rev. 
Rul. 77-71, page 156. 


26 CFR 1.351-1: Transfer to corporation 
controlled by transferor. 


Whether the acquisition of stock in a 
transaction to which section 351 of the 
Code applies is a “purchase” of such 
stock within the meaning of section 382 
(a)(4) (before its amendment by the 
Tax Reform Act of 1976) for purposes 
of determining whether a corporation is 
precluded from using certain net operat- 
ing loss carryovers. See Rev. Rul. 77-81, 
page 97. 





Subpart B.—Effects on Shareholders and 
Security Holders 





Section 354.—Exchanges of Stock 
and Securities in Certain Reorga- 
nizations 


26 CFR 1.354-1: Exchanges of stock and 
Securities in certain reorganizations. 


Whether a net operating loss incurred 
prior to a corporate reorganization is avail- 
able to the transferor after the spit-off or 
whether a portion of the net operating loss 
carries over to the transferee. See Rev. 
Rul. 77-133, page 96. 





Section 355.—Distribution of 
Stock and Securities of a 
Controlled Corporation 


26 CFR 1.355-1: Distribution of stock and 
securities of controlled corporation. 


Whether section 355 of the Code is ap- 
plicable where the stock of two corpora- 
tions (X and Y) is owned by two share- 
holders, A and B (each owns 50 percent of 
the stock of X and Y), and, pursuant to a 


plan, some of the properties of both X 
and Y are transferred to a new corporation 
(Z) for stock of Z (X received approxi- 
mately 84 percent of the stock and Y re- 
ceived 16 percent) followed by a distribu- 
tion of such stock by X and Y to B in ex- 
change for all of B’s stock in X and Y. See 
Rev. Rul. 77-11, page 93. 


26 CFR 1.355-1: Distribution of stock and 
securities of controlled corporation. 


Whether the distribution by a corpora- 
tion of the assets of one of its two businesses 
followed by the reincorporation of the as- 
sets distributed is a partial liquidation and 
reincorporation or a reorganization. See 
Rev. Rul. 77-191, page 94. 


26 CFR 1.355-2: Limitations. 


Controlled corporations; stock 
distribution; business purpose. The 
pro rata distribution of a controlled 
corporation’s stock by the parent to 
the parent’s shareholders in order 
to increase the amount of commer- 
cial credit that would be available 
to the corporations if they contin- 
ued to exist in a parent-subsidiary 
relationship meets the “business 
purpose” requirements of section 
1.355-2(c) of the regulations. 


Rev. Rul. 77-22 


Advice has been requested whether 
the “business purpose” requirement of 
section 1.355-2(c) of the Income 
Tax Regulations is satisfied in the 
following transaction that is otherwise 
qualified under section 355 of the In- 
ternal Revenue Code of 1954 and the 
regulations thereunder. 

P corporation, whose stock is widely 
held, operates a retail lumber yard. 
S corporation, which has been a wholly 
owned subsidiary of P for the last 5 
years, is engaged in the manufacture 
of lime and crushed stones for roads. 

Credit is essential to the businesses 
of both P and S. For many years P 
and § have done business with B 
Bank, and relied on B as their princi- 
ple source of credit. B is particularly 
receptive to the needs of P and S. 
Until recently, B was able to extend 
loans to P up to 8x dollars, and to ex- 
tend loans to S up to 6x dollars. How- 
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ever, B has recently notified P and S 
that the Comptroller of the Currency 
has informed B that since P and S$ 
are parent-subsidiary, they are al- 
lowed only a single borrowing limit of 
8x dollars. Because of business condi- 
tions, P and S§ have no source of 
financing other than B. Due to the de- 
pendence of P and S§ on a substantial 
amount of credit, the normal opera- 
tions of P and S§ have been seriously 
affected by the single-credit limit. B 
has also informed P and S that if the 
parent-subsidiary relationship no 
longer existed they would be entitled 
to separate borrowing limits of 8x dol- 
lars and 6x dollars, respectively. 

Therefore, P proposes to distribute 
all of the S stock, pro rata, to the P 
shareholders. This distribution will in- 
crease the availability of commercial 
loans to P and S. 

Section 355 of the Code sania 
for the tax-free distribution by a cor- 
poration to its shareholders of the 
stock of a controlled subsidiary. 


Section 1.355-2(c) of the regula- 
tions provides that a distribution by 
a corporation of stock of a controlled 
corporation will not qualify under 
section 355 of the Code where carried 
out for purposes not germane to the 
business of the corporations, and that 
the distribution must be incident to a 
readjustment of corporate structures 
required by business exigencies. 

In order for P and S to enjoy the 
separate borrowing limits they had 
enjoyed in recent years, it is necessary 
to eliminate the parent-subsidiary rela- 
tionship of P and S. 

Therefore, the distribution of the § 
stock is germane to the business of 
the corporations. Accordingly, the pro 
rata distribution by P of the S$ stock 
to the P shareholders is supported by 
a valid business purpose within the 
contemplation of section 1.355-2(c) 
of the regulations. 


26 CFR 1.355-3: Non pro rata distribution, 
ete. 
(Also Sections 61, 356; 1.61-8, 1.356-5.) 


91 
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Stock distribution; exchange for 
stock of less value. The excess of 
the fair market value of stock of a 
controlled corporation, distributed 
by the controlling corporation to 
one of its shareholders, over the 
fair market value of stock surren- 
dered to the distributing corpora- 
tion by the shareholder that repre- 
sents payment for rent owed the 
shareholder by the distributing cor- 
poration is includible in the share- 
holder’s gross income under sec- 
tion 61(a)(5). 


Rev. Rul. 77-20 


Advice has been requested concern- 
ing the treatment of a distribution of 
stock otherwise qualifying for tax free 
treatment under section 355 of the 
Internal Revenue Code of 1954 under 
the circumstances described below in 
which the fair market value of the 
stock distributed is in excess of the 
fair market value of the stock of the 
distributing corporation surrendered 
in the transaction. 


P corporation owned all of the 
stock of S corporation. For valid busi- 
ness reasons, P distributed all of the 
S stock to one of its shareholders, in- 
dividual A, in exchange for all of the 
shares of P stock owned by A. The 
fair market value of the P stock 
surrendered was equal to 85 percent 
of the fair market value of the S stock 
received in the exchange. This differ- 
ence in value represented a payment 
by P to A for rent owed by P to A in 
connection with property leased by A 
to P. 

The distribution met the require- 
ments of section 355 of the Code, in- 
cluding the active trade or business 
requirement, and the requirement that 
the transaction not be used as a de- 
vice to distribute earnings and profits. 

Section 355(a)(1) of the Code, 
provides, in part, that no gain or loss 
will be recognized to (and no amount 
will be includible in the income of) 
shareholders of a corporation upon 
the distribution by that corporation of 





all the stock of a corporation con- 
trolled by the distributing corpora- 
tion whether or not the shareholder 
surrenders stock in the distributing 
corporation. 

Section 356(f) of the Code states, 
in part, that for special rules for a 
transaction described in section 354 
or 355 but which (1) results in a gift, 
see section 2501 and following, or (2) 
has the effect of the.payment of com- 
pensation, see section 61 (a) (1). 

Section 61(a)(5) of the Code, in 
part, defines gross income to include 
rents. 


Rev. Rul. 74-269, 1974-1 C.B. 87, 
holds that an exchange of newly is- 
sued preferred stock for all of the 
common stock of a corporation held 
by the corporation’s majority share- 
holder pursuant to a plan of recapi- 
talization qualifies as a reorganization 
under section 368(a)(1)(E) of the 
Code and that no gain or loss is recog- 
nized to the majority shareholder, 
under section 354, on the exchange of 
those shares of common stock equal 
in value to the value of the preferred 
stock received in exchange therefor. 
Rev. Rul. 74-269 states that to the 
extent the fair market value of either 
stock exceeds the other, the difference 
will be treated as having been used 
to make gifts, pay compensation, or 
satisfy obligations of any kind, or for 
whatever purpose the facts indicate. 

Similarly, as in the instant case, the 
nonrecognition provisions of section 
355 of the Code will not apply to stock 
received by a shareholder in a trans- 
action described in that section to the 
extent that such stock represents the 
payment for something other than the 
stock surrendered in the exchange. 

Accordingly, pursuant to section 
355(a)(1) of the Code, no gain or 
loss will be recognized to, and no 
amount will be includible in the in- 
come of, A upon the receipt of shares 
of S stock equal in value to the shares 
of P stock surrendered therefor. How- 
ever, the fair market value of the S 
stock in excess of the fair market value 


of the P stock exchanged therefor and 
received by A as rent will be includi- 
ble in A’s gross income pursuant to 


section 61 (a) (5). 





Section 356.—Receipt of 
Additional Consideration 


26 CFR 1.356-5: Transactions involving 
gift or compensation. 


Whether the value of stock of a con- 
trolled corporation which is distributed by 
the controlling corporation to one of its 
shareholders, that is in excess of the value 
of the stock surrendered by the shareholder 
in exchange therefore in a transaction qual- 
ifying under section 355 of the Code is in- 
cludible in the gross income of the share- 
holder as rent under section 61 or as addi- 
tional consideration under section 356. See 
Rev. Rul. 77-20, page 91. 





Subpart D.—Special Rules; Definitions 





Section 367.—Foreign 
Corporations 


26 CFR 1.367-1: Foreign corporations. 


Whether under certain circumstances the 
pre-reorganization section 1248 earnings 
and profits of the acquired corporation in 
a reorganization that are required to be 
included in income by the shareholders of 
the acquired corporation under the terms 
of the old type closing agreement can be 
reduced by dividends paid by the acquiring 
corporation to the former shareholders of 
the acquired corporation out of such earn- 
ings and profits. See Rev. Proc. 77-4, page 
536. 


26 CFR 1.367-1: Foreign corporations. 


Procedures for tax rulings under amend- 
ments made to section 367 concerning 
transfers of property to and from foreign 
corporations. See Rev. Proc. 77-5, page 
536. 


26 CFR 1.367-1: Foreign corporations. 


Rev. Proc. 68-23 is modified to delete the 
transaction described in section 3.02(1) (a) 
(iii) (A) pertaining to the transfer of stock. 
See Rev. Proc. 77-17, page 577. 





Section 368.—Definitions 
Relating to Corporate 
Reorganizations 

26 CFR 1.368-1: Purpose and scope of ex- 
ception of reorganization exchanges. 


Whether the Internal Revenue Service 
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will issue advance rulings or determination 
letters on the acquisition of assets or stock 
of or by an investment company (including 
a regulated investment company described 
in section 851). See Rev. Proc. 77-1, page 
534. 


26 CFR 1.368-1: Purpose and scope of ex- 


ception of reorganization exchanges. 


Whether a net operating loss incurred 
prior to a corporate reorganization is avail- 
able to the transferor after the split-off or 
whether a portion of the net operating loss 
carries over to the transferee. See Rev. 
Rul. 77-133, page 96. 


26 CFR 1.368-2: Definition of terms. 
(Also Sections 302, 311, 351, 355; 1.302-1, 
1.311-2, 1.351-1, 1.355-1.) 
Reorganization; spin-off; division 
of assets. The tax consequences 
are shown of a situation in which 
two corporations, whose stock is 
owned equally by two unrelated 
shareholders, form a third corpora- 
tion by transferring one-half the as- 
sets of each to the new corporation 
in exchange for a proportionate 
share of its stock and then transfer 
the stock of the new corporation to 
one of the shareholders in ex- 
change for all the stock held by 
that shareholder in the two original 
corporations. 


Rev. Rul. 77-11 


Advice has been requested concern- 
ing the Federal income tax treatment 
of the transaction described below. 

Corporations X and Y were each 
engaged in the construction business. 
Both businesses were active businesses 
within the meaning of section 355 
(b) (2) of the Internal Revenue Code 
of 1954. Two unrelated shareholders, 
A and B, each owned 50 percent of the 
stock of X and Y. A and B had each 
owned the X and Y stock for a period 
in excess of 5 years. X had a net worth 
with a value of 3,700x dollars, and Y 
had a net worth with a value of 700x 
dollars. For valid business reasons it 
was decided that B should be the sole 
owner of a corporation engaged in the 
construction business. 

Pursuant to an integrated plan to 


achieve the desired objective, which 
was not a device to distribute the earn- 
ings and profits within the meaning of 
section 355 of the Code, the following 
actions were taken. 

(a) X transferred to Z, a newly 
formed corporation, a portion of its 
assets relating to its construction busi- 
ness having a value of 1,850x dollars 
in exchange for 1,850 shares of Z vot- 
ing common stock. 

(b) Y transferred to Z a portion of 
its assets relating to its construction 
business having a value of 350x dol- 
lars, in exchange for 350 shares of Z 
voting common stock. The fair market 
value of the assets transferred ex- 
ceeded Y’s adjusted basis in the assets. 
One of the assets transferred by Y to 
Z was a license held by Y that enabled 
Y to engage in the construction busi- 
ness in state W. The transfer of the 
license was necessary in order to en- 
able Z to engage in the construction 
business in state W. 

(c) X distributed all the Z stock to 
B in exchange for all of B’s stock in X. 

(d) Y distributed all of the Z stock 
to B in exchange for all B’s stock in Y. 

(e) As a result of the above, A 
owned all of the stock of X and Y, 
and B owned all of the stock of Z. X, 
Y, and Z were each engaged in the ac- 
tive conduct of the construction busi- 
ness after the transaction. 

Section 351(a) of the Code pro- 
vides that no gain or loss will be rec- 
ognized if property is transferred to a 
corporation by one or more persons 
solely in exchange for stock or securi- 
ties in such corporation if immediately 
after the exchange the transferors are 
in control of the corporation as defined 
in section 368(c). 

Section 368(c) of the Code pro- 
vides that the term “control” means 
ownership of stock possessing at least 
80 percent of the total combined vot- 
ing power of all classes of stock en- 
titled to vote and at least 80 percent 
of the total number of shares of each 
other class of stock of the corporation. 

Section 351(c) of the Code provides 
that in determining control for pur- 


Section 368 


poses of section 351(a) the fact that 
any corporate transferor distributes 
part or all of the stock that it receives 
in the exchange to its shareholders will 
not be taken into account. 

Section 368(a) (1) (D) of the Code 
provides, in part, that the term “reor- 
ganization” includes a transfer by a 
corporation of all or a part of its assets 
to another corporation if immediately 
after the transfer the transferor, or one 
or more of its shareholders (including 
persons who were shareholders imme- 
diately before the transfer), or any 
combination thereof, is in control of 
the corporation to which the assets are 
transferred, but only if, in pursuance 
of the plan, stock or securities of the 
corporation to which the assets are 
transferred are distributed in a trans- 
action to which section 355 applies. 

Section 355(a) of the Code pro- 
vides, in part, that if: (i) a corpora- 
tion distributes to its shareholders in 
exchange for its stock, solely the stock 
of a corporation that it controls (within 
the meaning of section 368(c) ) imme- 
diately before the distribution; (ii) the 
transaction is not used principally as a 
device for the distribution of earnings 
and profits; and (iii) the requirements 
of section 355(b) (relating to the ac- 
tive conduct of a trade or business) 
are satisfied, no gain or loss will be rec- 
ognized to the shareholders upon the 
distribution. 

Section 1.355-3 of the Income Tax 
Regulations indicates, in pertinent 
part, that section 355 of the Code does 
not apply in an instance where the 
substance of a transaction is merely an 
exchange between shareholders of stock 
in one corporation for stock in an- 
other corporation. The regulations 
specifically illustrate this rule with an 
example. The example used in the reg- 
ulations indicates that if two individ- 
uals, C and D, each own directly 50 
percent of the stock of Corporation M 
and 50 percent of the stock of Corpo- 
ration N, section 355 would not apply 
to a transaction in which C and D 
transfer all of their stock in Corpora- 
tion M and Corporation N to a new 
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Corporation P, for all of the stock of 
Corporation P, and Corporation P 
then distributes the stock of Corpora- 
tion M to C and the stock of Corpora- 
tion N to D. 

Section 302(a) of the Code pro- 
vides, in part, that if a corporation re- 
deems its stock and if section 302 
(b) (3) applies, such redemption will 
be treated as a distribution in ex- 
change for the stock. Section 302 
(b) (3) provides that section 302(a) 
will apply if the redemption is in com- 
plete redemption of all of the stock of 
the corporation owned by the share- 
holder. 

Section 311(a) of the Code pro- 
vides, in part, that no gain or loss will 
be recognized to a corporation on the 
distribution, with respect to its stock, 
of property, except as provided in sec- 
tions 311(b), 311(c), and 311(d). 
Under section 311(d) (1), gain is rec- 
ognized to a corporation upon a 
distribution of appreciated property 
(property the fair market value of 
which exceeds its adjusted basis in the 
hands of the distributing corporation) 
in redemption of its stock. Section 311 
(d) (1) does not, in general, applv to 
redemptions to which section 355 ap- 
plies. (See section 311(d) (1) (A) and 
section 1.311-2(a) (2) of the regula- 
tions.) Also, section 311(d)(1) does 
not apply where, as provided by sec- 
tion 311(d) (2) (A), a distribution is 
in complete redemption of all of the 
stock of the shareholder who, at all 
times within the twelve-month pericd 
ending on the date of distribution, 
owns at least 10 percent in value of 
the outstanding stock of the corpora- 
tion, but only if the redemption quali- 
fies under section 302(b) (3). 

In the instant case, the transfers by 
X and Y of some of their assets to Z 
in exchange for all of the voting stock 
of Z qualify under the provisions of 
section 351(a) of the Code because X 
and ¥ are in control of Z immediately 
after the exchanges. Under section 
351(c), the fact that X and Y distrib- 
uted the Z stock that they received in 
their respective exchanges to B is not 
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to be taken into account for purposes 
of determining whether the control re- 
quirement of section 351(a) is met. 

Accordingly, no gain or loss is rec- 
ognized by X or Y upon the transfer of 
property to Z, and pursuant to section 
362(a) Z has a carryover basis for the 
property received from X and Y. 

In the instant case, the distribution 
by X of the Z stock to B in exchange 
for B’s stock in X qualifies under sec- 
tion 355 of the Code because X was in 
control of Z by reason of its owning 
more than 80 percent of the Z stock 
immediately before the distribution 
(1,850 shares of the 2,200 shares out- 
standing) and the other requirements 
of section 355 were satisfied. 

Accordingly, no gain or loss is rec- 
ognized to B under section 355 of the 
Code upon the exchange of all of B’s 
X stock for Z stock. Also, no gain or 
loss is recognized by X under section 
311(a) because B received the Z stock 
in a distribution that qualified under 
section 355. 

The transaction described in this 
Revenue Ruling falls outside the above 
cited portion of section 1.355-3 of the 
regulations and the example contained 
therein because of two distinguishing 
factors. These distinguishing factors 
are: (1) Z is not availed of in the in- 
stant case for the purpose of effecting, 
in a disguised form, a stock exchange 
at the shareholder level because Z re- 
ceives operating assets that will be used 
in its business; (2) there is no ex- 
change of stock by A and A continues 
uninterruptedly as a shareholder of X 
and Y. Thus, there is in substance no 
exchange of stock between A and B 
and for this reason section 1.355-3 is 
inapplicable to the facts of this Reve- 
nue Ruling. 

The distribution by Y of the Z stock 
to B in exchange for all of B’s Y stock 
does not qualify under section 355 of 
the Code because Y owned less than 
80 percent of the Z stock immediately 
before the distribution (350 shares of 
the 2,200 shares outstanding) and, 
therefore, was not in control of Z for 
purposes of section 355. 





The exchange by B of all of B’s Y 
stock for Z stock is treated as a re- 
demption under section 302 of the 
Code. Since the redemption termi- 
nated B’s interest in Y, within the 
meaning of section 302(b) (3), it is 
treated as a sale or exchange under 
section 302(a). Furthermore, by rea- 
son of the provisions of section 311 
(d) (2) (A) no gain or loss will be rec- 
ognized by Y under section 311(d) (1). 

In addition to the fact that X’s 
transfer of property to Z joined with 
Y’s transfer of property to Z qualify as 
a transfer to a controlled corporation 
for purposes of section 351 of the 
Code, X’s transfer of property to Z 
also qualifies as a reorganization under 
section 368(a)(1)(D) because imme- 
diately after the transfer, X, being in 
control of Z (within the meaning of 
section 368(c)) distributed, in pursu- 
ance of the plan, the stock of Z to a 
shareholder, B, in a transaction quali- 
fying under section 355. Consequently, 
in addition to the nonrecognition treat- 
ment X receives under section 351 (a), 
it is also given nonrecognition treat- 
ment under section 361(a) and, in 
addition to the carryover basis Z re- 
ceives under 362(a) for the property 
contributed by X, Z also is given a 
carryover basis for such property 
under section 362(b). 

Accordingly, no gain or loss is rec- 
ognized to Y upon the transfer of 
property by it to Z in exchange solely 
for stock of Z under section 351(a) of 
the Code. No gain or loss is recognized 
to X upon the transfer of property by 
it to Z in exchange solely for stock of 
Z under section 361 (a). Under section 
362(a), the basis of the property re- 
ceived by Z from X and Y in the 
hands of Z is the same as the basis of 
such property in the hands of X and 
Y immediately prior to the transfer. 


26 CFR 1.368-2: Definition of terms. 
(Also Sections 331, 346, 355; 1.331-1, 
1.346-1, 1.355-1.) 

Reorganization; partial distribu- 
tion of assets to form new corpora- 
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tion. In order to remove certain 
legal restrictions on one of two 
businesses it operates, a corpora- 
tion distributed all of the assets of 
that business in partial redemption 
of its stock to its two shareholders 
who, pursuant to an_ integrated 
plan, organized a new corporation 
to receive the assets and operate 
the business. The transaction is a 
reorganization under sections 368 
(a)(1)(D) and 355 of the Code and 
is not taxable as a partial liquida- 
tion under section 331(a)(2). 


Rev. Rul. 77-191 


Advice has been requested whether 
the transaction described below was 
a distribution in partial liquidation of 
a corporation to which section 331 (a) 
(2) of the Internal Revenue Code of 
1954 applies or whether the transac- 
tion was a reorganization under sec- 


tions 368(a) (1) (D) and 355. 


For over 5 years corporation X had 
been engaged in two active businesses, 
as a jobber of auto parts and as a 
warehouse distributor of auto parts. 
In order to remove restrictions im- 
posed on the warehouse distribution 
business by certain Federal laws, X 
distributed all of the assets of the 
warehouse distribution business to A 
and B, the shareholders of X, in re- 
demption of part of their X stock. 
The fair market value of the assets 
distributed to each of A and B was 
equal to the fair market value of the 
X stock surrendered in exchange 
therefor. Immediately following the 
distribution and pursuant to an inte- 
grated plan, A and B transferred all 
of the assets received to corporation 
Y, which was newly organized for that 
purpose. Thereafter, Y conducted the 
warehouse distribution business for- 
merly conducted by X. 


Section 331(a) (2) of the Code pro- 
vides that amounts distributed in par- 
tial liquidation of a corporation (as 
defined in section 346) shall be treated 
as in part or full payment in exchange 
for the stock. 


Section 1.331-1(c) of the Income 
Tax Regulations provides that a liqui- 
dation that is followed by a transfer to 
another corporation of all or part of 
the assets of the liquidating corpora- 
tion or which is preceded by such a 
transfer may have the effect of the 
distribution of a dividend or of a 
reorganization in which no loss is 
recognized and gain is recognized only 
to the extent of “other property.” 

Section 368(a) (1) (D) of the Code 
provides that a reorganization includes 
a transfer by a corporation of all or 
a part of its assets to another cor- 
poration if immediately after the 
transfer the transferor, or one or more 
of its shareholders, is in control] of the 
corporation to which the assets are 
transferred; but only if, in pursuance 
of the plan, stock or securities of the 
corporation to which the assets are 
transferred are distributed in a trans- 
action which qualifies under section 


354, 355, or 356. 


Section 355(a) of the Code pro- 
vides that if (1) a corporation dis- 
tributes to its shareholders, with re- 
spect to its stock, solely the stock of 
a corporation that it controlled im- 
mediately before the distribution, (2) 
the transaction is not used principally 
as a device for the distribution of 
earnings and profits, and (3) the re- 
quirements of section 355(b) (relat- 
ing to active businesses) are satisfied, 
no gain or loss will be recognized to 
the shareholders. 

The tax consequences of a business 
transaction are properly determined 
by the substance of the transaction 
and not by the form in which it is cast. 
A transaction must be viewed as a 
whole. The true nature of a trans- 
action cannot be disguised by mere 
formalisms that exist solely to alter 
tax liabilities. Commissioner v. Court 
Holding Co., 324 U.S. 331 (1945), 
1945 C.B. 58. 

In Gregory v. Helvering, 293 US. 
465 (1935), XIV-1 C.B. 193 (1935), 
wherein a transaction was held not to 
qualify as a reorganization even 
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though it satisfied the express provi- 
sions of the statute, The Supreme 
Court of the United States stated, in 
part, that the issue is “whether what 
was done, apart from the tax motive, 
was the thing which the statute in- 
tended.” 


Section 331 of the Code was not 
intended to apply to a divisive trans- 
action wherein, for business reasons, 
a single corporation is split into two 
or more corporations each owned by 
the shareholders of the original cor- 
poration. Under these circumstances, 
section 355 is the governing provision. 
See Commissioner v. Baan, 382 F. 2d 
485 (9th Cir. 1967) aff'd, 391 U.S. 
83 (1968). 

In Stephens, Inc. v. United States, 
464 F.2d 53 (8th Cir. 1972), cert. 
denied, 409 U.S. 1118 (1973), the 
taxpayer was part owner of a public 
utility company. The utility company 
was liquidated and its assets were 
transferred to two new corporations 
formed to carry on the public utility 
functions of the old company. One of 
the new corporations performed water 
services and the other new corporation 
performed three other services. The 
taxpayer and the other owners of the 
old company became the owners of the 
two new companies. The court held 
that the transaction was a split-up 
described in sections 368(a) (1) (D) 
and 355 of the Code rather than a 
complete liquidation taxable under 
section 331(a) (1). 

Similarly, this transaction was not 
a partial liquidation but was a cor- 
porate reorganization. The end result 
of the planned series of steps was pre- 
cisely the same as if X had created Y 
as a wholly owned subsidiary, trans- 
ferred the assets of the warehouse dis- 
tribution business to Y, and then dis- 
tributed the stock of Y pro rata to A 
and B in exchange for part of their X 
stock. Such a series of steps is a 
typical corporate split-off described 
in sections 368(a)(1)(D) and 355 
of the Code. 


Accordingly, the transaction iu the 
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instant case is not a partial liquida- 
tion to which section 331(a) (2) of 
the Code applies. The distribution of 
the assets of the warehouse distribu- 
tion business to A and B and the in- 
corporation of those assets in Y is a 
reorganization under section 368(a) 
(1)(D). Pursuant to section 355(a) 
(1), no gain or loss is recognized to 
A and B. Under section 358(a), A 
and B have bases in their Y stock 
equal to their former bases in the X 
stock surrendered in the transaction. 
Under section 362(b), the basis to Y 
of the property formerly held by X is 
the same as the basis of that property 
in the hands of X immediately prior 
to the transaction. As provided in sec- 
tion 312(h), the earnings and profits 
of X are allocated between X and Y 
in accordance with section 1.312-10 of 
the regulations. 


The holding that section 355(a) (1) 
of the Code applies to this transaction 
is premised on the assumption that the 
transaction was not used principally 
as a device for the distribution of 
the earnings and profits of X or Y or 
both. 





Part V.—Carryovers 





Section 381.—Carryovers In 
Certain Corporate Acquisitions 


26 CFR 1.381(a)-1: General rule relating 
to carryovers in certain corporate acquisi- 
tions. 

(Also Sections 172, 354, 368, 382; 1.172-1, 
1.354-1, 1.368-1, 1-382(a)-1.) 

Net operating loss carryover; 
split-off reorganization. The unused 
net operating loss carryover of a 
transferee corporation in a “split- 
off” qualifying as a reorganization 
under section 368(a)(1)(D) of the 
Code is available in full to the 
transferor corporation; Rev. Rul. 
56-373 amplified. 


Rev. Rul. 77-133 


Advice has been requested concern- 
ing the Federal income tax treatment 
of a net operating loss (NOL) in- 


curred prior to a corporate reorganiza- 
tion under the circumstances described 
below. 

A and B, both individuals, owned all 
of the stock of M, a domestic corpora- 
tion engaged in farming. Serious dis- 
putes arose between A and B regard- 
ing the operation of the farming busi- 
ness that endangered the continued 
operation of the business. As a result, 
M formed S, also a domestic 
corporation, by transferring 50 
percent of its assets and liabilities to 
S in exchange for all of the S stock. 
M, immediately thereafter, distributed 
all of the S stock to B in exchange for 
all of B’s stock in M. The non pro rata 
distribution was undertaken for rea- 
sons germane to corporate business 
problems and was necessary for the 
future conduct of the farming business. 
This split-off transaction, the forma- 
tion of S followed by the distribution 
and exchange between M and B, quali- 
fied as a reorganization under section 
368(a)(1)(D) of the Internal Reve- 
nue Code of 1954 and satisfied the re- 
quirements of section 355. Prior to the 
split-off, M had incurred a NOL that 
was available to be carried forward to 
years subsequent to the split-off. 

The specific questions presented are 
whether the entire NOL is available to 
M after the split-off and, if not, 
whether any portion of the NOL car- 
ries over to S under section 381 of the 
Code. 

Section 381(a)(2) of the Code 
states, in part, that in the case of the 
acquisition of assets of a corporation 
by another corporation in a transfer 
to which section 361 (relating to non- 
recognition of gain or loss to corpora- 
tions) applies, but only if the trans- 
fer is in connection with a reorganiza- 
tion described in section 368(a) (1) 
(D) that satisfies the requirements of 
section 354(b)(1)(A) and (B), the 
acquiring corporation shall succeed to 
and take into account as of the close 
of the day of distribution, the items 
described in section 381(c). 

Section 381(c) of the Code states, 
in part, that one of the items to be 





taken into account under section 381 
(a) is a NOL of the transferor cor- 
poration. 

Section 354(b) (1) (A) of the Code 
provides, in part, that no gain or 
loss will be recognized in connection 
with certain exchanges of stock or 
securities pursuant to a reorganization 
within the meaning of section 368(a) 
(1)(D) if the corporation to which 
the assets are transferred in the reor- 
ganization acquires substantially all of 
the assets of the transferor of such 
assets. 

Rev. Rul. 56-373, 1956-2 C.B. 217, 
holds that under section 381(a) (2) of 
the Code where a corporate reorgani- 
zation, to which sections 361 and 368 
(a)(1)(D) apply, is a “split up” 
within the purview of section 355, an 
unused NOL carryover of the trans- 
feror corporation may not be taken 
into account by any of the successor 
corporations. 

The split-off in the present transac- 
tion is similar in many respects to the 
split-up described in Rev. Rul. 56-373. 
Both a split-up and a split-off are 
divisive reorganizations but a split-off 
does not involve the liquidation of the 
transferor corporation, as does a split- 
up. 

In the present situation, substan- 
tially all of the assets of M, the trans- 
feror corporation, have not been trans- 
ferred to S, so that the requirements of 
section 354(b)(1)(A) of the Code 
and section 381(a) (2) have not been 
met. Furthermore, the Congressional 
committee reports underlying section 
381 of the Code, §. Rep. No. 1622, 
83rd Cong., 2nd Sess. 52 (1954), state 
that section 381 does not apply in the 
case of split-ups, spin-offs or other 
divisive reorganizations. 

In addition, section 382(a) of the 
Code does not preclude M from 
deducting the NOL, without regard 
to whether M’s business is changed 
within the meaning of section 382(a), 
because the split-off transaction was 
a tax-free reorganization. §. Rep. No. 
1622, 83rd Cong., 2nd Sess. 285 
(1954). 














381 


cor- 


Code 
n or 
ction 
k or 
ation 
8(a) 
thich 
reor- 
ll of 


such 


217, 
») of 
yani- 

368 
), an 
rans- 
aken 
eSsor 


1sac- 
» the 
373. 

are 
t-off 
F the 
plit- 


stan- 
‘ans- 
‘ans- 
ts of 
Yode 
been 
onal 
‘tion 
622, 
state 
the 
ther 


the 
rom 
yard 
iged 
(a), 


was 


285 














Accordingly, the entire NOL is 
available to M following the split-off. 
Rev. Rul. 56-373 is amplified. 





Section 382.—Special Limitations 
on Net Operating Loss Carryovers 


26 CFR 1.382(a)-1: Purchase of a corpo- 
ration and change in its trade or business. 
(Also Section 351; 1.351-1.) 

Net operating loss carryover; 
control of corporation acquired by 
creditors. The acquisition of 85 
percent of a corporation’s one class 
of stock by its creditors in exchange 
for extinguishing their claims 
against the corporation as part of 
a reorganization in bankruptcy is 
not a purchase within the meaning 
of section 382(a)(4) of the Code 
(before its amendment by the Tax 
Reform Act of 1976) and the cor- 
poration is not precluded thereby 
from deducting any of its net oper- 
ating loss carryovers. 


Rev. Rul. 77-81 


Advice has been requested whether, 
under the circumstances described 
below, the acquisition of stock is a 
“purchase” within the meaning of 
section 382(a)(4) of the Internal 
Revenue Code of 1954, before its 
amendment by the Tax Reform Act 
of 1976 (the Act), Pub. L. No. 94-455, 
94th Cong., 2d Sess. (October 4, 
1976), [1976-3 C.B. (Vol. 1) 76] for 
purposes of determining whether a 
corporation is precluded from using 
certain net operating loss carryovers. 

X corporation had outstanding one 
class of common stock and one class 
of preferred stock. In 1975, X reor- 
ganized pursuant to a Chapter X bank- 
ruptcy proceeding by changing its 
business and by issuing its new voting 
common stock to its trade creditors in 
exchange for the creditors extinguish- 
ing of their claims against X. These 
claims were not acquired by the trade 
creditors for the purpose of acquiring 
this stock. X’s preferred shareholders 
received 15 percent of the new X 
voting stock in exchange for their X 


preferred stock, which was cancelled. 
All of the prereorganization X com- 
mon stock was cancelled and the 
holders thereof received nothing in 
exchange. After the exchanges de- 
scribed above, the bankruptcy pro- 
ceedings were terminated and the 
former creditors of X owned 85 per- 
cent of the new X voting stock and 
were in control of X within the mean- 
ing of section 368(c) of the Code by 
reason of their common stock owner- 
ship. 

The acquisitions of stock described 
above were not made to evade or avoid 
income tax within the meaning of sec- 
tion 269 of the Code. 

Section 351(a) of the Code pro- 
vides, in part, that no gain or loss 
will be recognized if property is trans- 
ferred to a corporation by one or 
more persons solely in exchange for 
stock or securities in such corporation 
and immediately after the exchange 
such person or persons are in control 
(as defined in section 368(c)) of the 
corporation. 

Section 382(a) of the Code (before 
its amendment by the Act) provided, 
in part, that if one or more of the 
ten largest unrelated shareholders in 
a corporation own, at the end of the 
corporation’s taxable year, a percent- 
age of the total fair market value of 
the outstanding stock, as a result of 
the purchase of stock, which percent- 
age is at least 50 percentage points 
more than such person or persons 
owned at either the beginning of such 
taxable year or the prior taxable year, 
and if the corporation has not con- 
tinued to carry on a trade or business 
substantially the same as that con- 
ducted before the change in percent- 
age ownership of the fair market value 
of such stock, the net operating loss 
carryovers of such corporation to such 
taxable year and subsequent taxable 
years shall not be included in the net 
operating loss deduction for such tax- 
able years (emphasis added). 

Section 382(a)(4) of the Code 
(before its amendment by the Act) 
and section 1.382(a)-1(e)(1)(i) of 


Section 382 


the Income Tax Regulations there- 
under provided, in part, that there is a 
purchase of stock only if the basis of 
such stock is determined solely by 
reference to its cost to the holder 
thereof. 

For purposes of section 382(a) (4) 
of the Code (before its amendment 
by the Act) and section 1.382(a)- 
(1) (e) (1) (i) of the regulations there- 
under, if the basis of the stock is 
determined by reference to its basis 
in the hands of the transferor thereof 
or of another person, or by reference 
of the basis of property (other than 
cash or its equivalent) exchanged for 
such stock, then the basis of such stock 
is not determined solely by reference 
to its cost to the acquirer. Thus, an 
acquisition by gift or inheritance is 
not a purchase. However, if stock is 
received in a “taxable exchange”, its 
basis is considered to be determined 
solely by reference to its cost to the 
acquirer and, therefore, deemed a 
purchase. 

Section 1012 of the Code provides, 
in part, that the basis of property will 
be the cost of such property. However, 
under section 358(a)(1) in the case 
of an exchange to which section 351 
applies, the basis of property received 
under such section without the recog- 
nition of gain or loss will be the same 
as that of the property exchanged 
subject to certain adjustments that are 
not applicable here. Thus, pursuant to 
section 358(a) (1), the basis of stock 
received under section 351 in exchange 
for property will be the same as the 
transferor’s basis in the transferred 
property and not be cost as determined 
under section 1012. 

Therefore, if a stock acquisition is a 
tax free exchange under section 351 
(a) of the Code, it is not a purchase 
within the meaning of section 382 
(a) (4) (before its amendment by the 
Act). Thus, all of the net operating 
loss carryovers are available for in- 
clusion in determining the net operat- 
ing loss deduction for the year of the 
exchange and_ subsequent taxable 
years. This principle is set forth in 
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Rev. Rul. 75-248, 1975-1 C.B. 125, 
where a corporate shareholder in- 
creased its ownership of stock in 
another corporation from 25 percent 
to 85 percent by a taxfree property 
exchange pursuant to section 351. It 
was held that since the stock acquisi- 
tion is a tax-free exchange it is not a 
purchase within the meaning of sec- 
tion 382(a) (4) and therefore the net 
operating loss carryovers of the trans- 
feree corporation are available to it 
for inclusion in the net operating loss 
deduction for the year of the exchange 
and subsequent taxable years. 

The issue in the instant case is 
whether the exchange between X and 
its creditors qualifies as an exchange 
pursuant to section 351 of the Code 
so that the creditors will not be 
deemed to have “purchased” their 
shares of new X voting common stock 
within the meaning of section 382(a) 
(4) (before its amendment by the 
Act), and, consequently, X will not be 
precluded from using its net operating 
loss carryovers. 

In Alexander E. Duncan, 9 T.C. 468 
(1947), acq., 1948-2 C.B. 2, the Tax 
Court of the United States held that 
the surrender of judgment claims to 
a debtor corporation in consideration 
of the issuance to the creditors of 
stock of the debtor corporation which 
gave the old creditors control, consti- 
tuted a tax-free exchange within the 
meaning of section 112(b)(5) of the 
Internal Revenue Code of 1939, the 
predecessor Code section to section 351 
of the 1954 Code. Section 112(b) (5) 
of the 1939 Code required a transfer 
_ of property to a corporation and the 
Duncan case held that the claims of 
judgment creditors constituted prop- 
erty. 

Accordingly, in the instant case the 
issuance of the new voting common 
stock of X to X’s creditors in exchange 
for X’s creditors extinguishing of their 
claims against X is an exchange sub- 
ject to section 351(a) of the Code and, 
therefore, is not a purchase within the 
meaning of section 382(a) (4) (before 
its amendment by the Act) and sec- 


tion 1.382(a)-1(e)(1) of the regula- 
tions. Therefore, X is not precluded 
from deducting any of its net operating 
loss carryovers by reason of section 382 
(a) (before its amendment by the 
Act). 

Section 382(a) (5) (C) of the Code 
was added by the Act and provides, 
in part, that section 382(a) will not 
apply to a purchase or other acquisi- 
tion of stock by a security holder or 
creditor in exchange for the relinquish- 
ment or extinguishment, in whole or 
in part, of a claim against the corpora- 
tion, unless the claim was acquired 
for the purpose of acquiring such 
stock. Section 806(g)(2) of the Act 
provides that the amendments made 
by the Act to section 382(a) shall 
take effect for taxable years beginning 
after June 30, 1978, except that the 
beginning of the taxable years specified 
in section 382(a) (1) (B) (ii) shall be 
considered to be the later of (1) the 
beginning of such taxable years, or 
(2) January 1, 1978. 


26 CFR 1.382(a)-1: Purchase of a cor- 
poration and change in its trade or busi- 
ness. 


Whether a net operating loss incurred 
prior to a corporate reorganization is avail- 
able to the transferor after the split-off or 
whether a portion of the net operating loss 
carries over to the transferee. See Rev. Rul. 
77-133, page 96. 





Subchapter D.—Deferred Compensation, etc. 
Part I.—Pension, Profit-Sharing, Stock Bonus 
Plans, etc. 

Subpart A.—General Rule 





Section 401.—Qualified Pension, 
Profit-Sharing, and Stock Bonus 
Plans 


26 CFR 1.401-1: Qualified pension, profit- 


sharing, and stock bonus plans. 


Procedures for the adoption of model 
plans to meet the requirements for qualifi- 
cation of employee plans and the status for 
exemption of related trusts or custodial ac- 
counts. See Rev. Proc. 77-15, page 572. 


26 CFR 1.401-2: Impossibility of diversion 
under the trust instrument. 





Return of employer contribu- 
tions. Circumstances are discussed 
under which a qualified pension, 
profit-sharing, or stock bonus plan 
may permit reversion of employer 
contributions without adversely af- 
fecting the plan’s qualified status. 


Rev. Rul. 77-200 ° 


Advice has been requested whether, 
and under what circumstances, a quali- 
fied pension, profit-sharing, or stock 
bonus plan may permit reversions of 
employer contributions. 


Section 401(a)(2) of the Internal 
Revenue Code of 1954 generally re- 
quires a trust instrument forming part 
of a pension, profit-sharing, or stock 
bonus plan to prohibit the diversion 
of corpus or income for purposes other 
than the exclusive benefit of the em- 
ployees or their beneficiaries. Section 
403(c)(1) of the Employee Retire- 
ment Income Security Act of 1974 
(ERISA), Pub. L. 93-406, 1974-3 
C.B. 1, contains a similar prohibition 
against diversion of the assets of a plan. 

Section 403(c)(2) of ERISA, for 
which there is no parallel provision of 
the Internal Revenue Code, provides 
that the general prohibition against 
diversion does not preclude the return 
of a contribution made by an employer 
to a plan if: (1) the contribution is 
made by reason of a mistake of fact 
(section 403(c) (2) (A)); (2) the con- 
tribution is conditioned on qualifica- 
tion of the plan under the Internal 
Revenue Code and the plan does not 
so qualify (section 403(c) (2) (B)); or 
(3) the contribution is conditioned on 
its deductibility under section 404 of 
the Code (section 403(c)(2)(C)). 
The return to the employer of the 
amount involved must be made within 
one year of the mistaken payment of 
the contribution, the date of denial of 
qualification, or disallowance of the 
deduction, as the case may be. 


Before ERISA, the Internal Reve- 


nue Service ruled that a plan may 


1 Also released as News Release IR-1813, dated May 
12, 1977. 
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provide for the return of employer 
contributions on the failure of the 
plan to qualify initially. See Revenue 
Ruling 60-276, 1960-2 C.B. 150. Also, 
in those instances where an_ excess 
contribution was attributable to a mis- 
take of fact, the Service has, in proper 
cases, allowed the excess amount to 
be returned to the employer. 

Language providing for a return of 
contributions in the circumstances 
specified in section 403(c) (2) (A) or 
(C) of ERISA may now be included 
in a plan intended to qualify under 
the Internal Revenue Code. Provisions 
incorporating such language may be 
effective as of a date no earlier than 
the date section 403(c) (2) of ERISA 
is effective. Plans which are amended 
only to include language essentially 
equivalent to the language of section 
403(c) (2) of ERISA will not fail to 
satisfy section 401(a)(2) of the Code 
solely as the result of such an amend- 
ment. 

The determination of whether a 
reversion, due to a mistake of fact or 
the disallowance of a deduction, will 
adversely affect the qualification of an 
existing plan will continue to be made 
on a case by case basis. In general, 
such reversions will be permissible only 
if the surrounding facts and circum- 
stances indicate that the contribution 
of the amount that subsequently re- 
verts to the employer is attributable to 
a good faith mistake of fact or a good 
faith mistake in determining the de- 
ductibility of the contribution. A re- 
version under such circumstances will 
not be treated as a forfeiture in viola- 
tion of section 411(a) of the Code, 
even if a resulting adjustment is made 
to the account of a participant that is 
partly or entirely nonforfeitable. 

The amount which may be returned 
to the employer is the excess of (1) 
the amount contributed over (2) the 
amount that would have been con- 
tributed had there not occurred a 
mistake of fact or a mistake in deter- 
mining the deduction. Earnings attrib- 
utable to the excess contribution may 
not be returned to the employer, but 


losses attributable thereto must reduce 
the amount to be so returned. Further- 
more, if the withdrawal of the amount 
attributable to the mistaken contribu- 
tion would cause the balance of the 
individual account of any participant 
to be reduced to less than the balance 
which would have been in the account 
had the mistaken amount not been 
contributed, then the amount to be 
returned to the employer would have 
to be limited so as to avoid such 
reduction. 


In the case of new plans, a provision 
permitting the reversion of the entire 
assets of the plan on the failure of the 
plan to qualify initially under the 
Internal Revenue Code will continue 
to be allowed as provided in Revenue 
Ruling 60-276. 


26 CFR 1.401(a)-11: Qualified joint and 


survivor annuities. 


T.D. 7458 + 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Qualified joint and survivor annuities 


DEPARTMENT OF THE TREASURY, 
OrFicE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


By a notice of proposed rule mak- 
ing appearing in the Federal Register 
for October 3, 1975, (40 F.R. 45828), 
amendments to the Income Tax Reg- 
ulations (26 CFR Part 1) under sec- 
tion 401(a) (11) of the Internal Rev- 
enue Code of 1954, as added by sec- 
tion 1021(a) (1) of the Employee Re- 


1 This publication of the Treasury Decision contains 
the full text of the regulations. The individual iastruc- 
tions for modifying the notice of proposed rulemaking 
have been omitted. 
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tirement Income Security Act of 1974 
(Public Law 93-406, 88 Stat. 935) 
[1974-3 C.B. 1] were proposed in order 
to provide rules relating to qualified 
jeint and survivor annuities. 

A public hearing regarding the pro- 
posed regulations was held on Febru- 
ary 26, 1976, and, after consideration 
of comments made orally at this hear- 
ing and those submitted in writing, 
the text of the proposed regulations 
has been revised in several respects. 

In addition to several substantive 
changes described below, the organi- 
zation of § 1.401(a)-11 has been sub- 
stantially revised with a view to mak- 
ing it more readable. 

In general, section 401(a) (11) of 
the Code requires as a condition for 
qualification of a trust under section 
401 that, if a plan of which such trust 
is a part provides for the payment of 
benefits in the form of an annuity, the 
plan must provide for the payment of 
such benefits in the form of a qualified 
joint and survivor annuity in accord- 
ance with the provisions of such sec- 
tion 401 (a) (11). 

The final regulations, like the pro- 
posed regulations, take the position 
that statutory joint and survivor re- 
quirements are applicable not only to 
defined benefit plans, but also to de- 
fined contribution (e.g., profit-shar- 
ing) plans which provide an optional 
life annuity form for payment of bene- 
fits. However, the final regulations spe- 
cifically provide in § 1.401(a)-11(c) 
(2) (i) (C) (2) that defined contribu- 
tion plans need not make available an 
election to receive an “early survivor 
annuity” if the plan provides a sur- 
vivor benefit at least equal in value to 
the vested portion of the participant’s 
account balance. 

Section 1.401(a)-11(a) sets forth 
this general rule with respect to any 
form of life annuity. The proposed 
regulations described a “life annuity” 
as an annuity that provides retirement 
or disability payments and requires the 
survival of the participant or his 
spouse as one of the conditions for any 
payment or possible payment under 
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the annuity. The final regulations 
(§ 1.401(a)-11(b)(1)) further define 
the term “life annuity” to exclude an- 
cillary benefits which are not treated 
as normal retirement benefits for vest- 
ing purposes under section 411 (a) (9). 

The general rule contained in 
§ 1.401(a)-11(a)(1) has been sub- 
stantially revised from that of the pro- 
posed regulations. It describes three 
plan provisions some or all of which 
are necessary for qualification. First, 
in accordance with section 401(a) 
(11) (A) and (B), the plan must pro- 
vide that any participant is entitled to 
receive any benefits available to him in 
a form having the effect of a qualified 
joint and survivor annuity (as defined 
in § 1.401(a)-11(b)(2) and Code 
section 401(a) (11) (G) (iii)) if he: 
(1) begins to receive payments under 
a plan on or after normal retirement 
age, (2) dies on or after the normal 
retirement age while still working for 
the employer, (3) begins to receive 
payments under a plan which provides 
for payment of benefits before the nor- 
mal retirement age on or after the 
qualified early retirement age (as de- 
fined in § 1.401 (a)-11(b) (4)), or (4) 
separates from service on or after the 
date the normal retirement age (or the 
qualified early retirement age) is at- 
tained without having made an elec- 
tion (as described in paragraph (c) 
(1) of this section) not to receive such 
benefits in the form of a qualified joint 
and survivor annuity, and after satis- 
faction of eligibility requirements for 
the payment of benefits under the 
plan (except for any plan requirement 
that there be filed a claim for benefits) 
and thereafter dies before beginning 
to receive such benefits. 

In response to a question pre- 
sented by several comments on the 
proposed regulations, § 1.401(a)-11 
(a) (2) makes it clear that a plan will 
not fail to satisfy the joint and survivor 
annuity requirements merely because 
it provides that, if the present value of 
the entire nonforfeitable benefit of a 
participant derived from employer 
contributions at the time of his sepa- 
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ration from service does not exceed 
$1,750 (or such smaller amount as 
the plan may specify) , the benefit will 
be paid to him in a lump sum. This 
provision solves a possible conflict be- 
tween the joint and survivor annuity 
requirements and section 411(a) (7) 
(B) (i) of the Code (relating to mini- 
mum vesting requirements) . 

The term “qualified early retire- 
ment age”’ is defined by § 1.401 (a)-11 
(b) (4) to mean the latest of (1) the 
earliest date, under the plan, on which 
the participant could elect to receive 
retirement benefits, (2) the first day 
of the 120th month beginning before 
the participant reaches normal retire- 
ment age, or (3) the date on which 
the participant begins participation. 
“Normal retirement age” has the 
meaning set forth in section 411(a) 
(8). 

With respect to a plan which pro- 
vides for payment of benefits before 
the normal retirement age, the re- 
quirement in the proposed regulations 
to provide a qualified joint and sur- 
vivor annuity was significantly broader 
in the case of a participant who begins 
to receive benefits under the plan prior 
to the qualified early retirement age. 
Such a participant was entitled to re- 
ceive the benefits in the form of a 
qualified joint and survivor annuity 
when he attained (or would have at- 
tained) the early retirement age. The 
absence of this requirement in the final 
regulations is expected to facilitate the 
administration of plans. 

Secondly, in accordance with section 
401(a) (11) (E), the plan must allow 
a participant to elect not to receive 
benefits in the form of a qualified joint 
and survivor annuity. Third, in ac- 
cordance with section 401 (a) (11) 
(C), plans that provide for the pay- 
ment of benefits before the normal re- 
tirement age must also provide that 
participants may elect payment of an 
early survivor annuity (as defined in 
§ 1.401(a)-11(b) (3)) should they die 
while in the active service of an em- 
ployer after attaining the qualified 
early retirement age. 





Section 1.401(a)-11(c) (1) (ii) (B) 
has a rule concerning the making of 
elections by participants who retired 
after the joint and survivor annuity re- 
quirements became effective but be- 
fore regulations were issued. 

Section 1.401(a)-11(c)(1)  de- 
scribes the election which all plans 
must offer, the election not to take 
benefits in the form of a qualified joint 
and survivor annuity. Section 1.401 
(a)-11(c)(2) describes the election 
which those plans which provide for 
the payment of benefits before normal 
retirement age must offer, the election 
to have an early survivor annuity. 

Section 1.401(a)-11(c) (4) requires 
the plan to allow a participant to re- 
voke any election made and make an- 
other election during the specified elec- 
tion period. Section 1.401(a)-11(c) 
(5) allows a plan to permit a surviv- 
ing spouse to elect to have benefits 
paid in a form other than a survivor 
annuity. If a plan contains such an 
option, the plan administrator must 
furnish to the spouse upon his or her 
written request a written explanation 
in non-technical language of the sur- 
vivor annuity and any other form of 
payment which may be elected. 

Additional permissible plan provi- 
sions are set forth in § 1.401(a)-11(d). 
Among other things, a plan may pro- 
vide that, as a condition precedent io 
the payment of benefits, a participant 
must express in writing to the plan 
administrator the form in which he 
prefers benefits to be paid and provide 
all information reasonably necessary 
for the payment of benefits. This para- 
graph also clarifies the rules relating 
to permissible marriage requirements. 

Section 1.401(a)-11(e) explains 
the treatment by the plan of the costs 
of providing qualified joint and sur- 
vivor annuity or early survivor annuity 
benefits. In response to questions pre- 
sented in comments on the proposed 
regulations, the final regulations pro- 
vide that a plan may take into account 
in any equitable manner consistent 
with generally accepted actuarial prin- 
ciples applied on a consistent basis any 
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increased costs resulting from provid- 
ing such benefits. A plan may give a 
participant the option of paying pre- 
miums only if it provides another op- 
tion under which an out-of-pocket ex- 
pense by the participant is not re- 
quired. 


These regulations supersede tempo- 
rary regulations § 11.401(a)-11, pub- 
lished in the Federal Register for Oc- 
tober 3, 1975 (40 F.R. 45810). 


Adoption of amendments to the regu- 
lations 

On October 3, 1975, notice of pro- 
posed rule making with respect to 
amendments of the Income Tax Reg- 
ulations (26 CFR Part 1) under sec- 
tion 401(a) (11) of the Internal Reve- 
nue Code of 1954, as added by section 
1021(a)(1) of the Employee Retire- 
ment Income Security Act of 1974 
(Pub. L. 93-406, 88 Stat. 935) [1974-3 
C.B. 1], was published in the Federal 
Register (40 F.R. 45828). A public 
hearing regarding this notice of pro- 
posed rule making was held on Febru- 
ary 26, 1976, and, after consideration 
of all such relevant matter as was pre- 
sented by interested persons regarding 
the proposed rules, certain revisions in 
§ 1.401(a)-11 as proposed have been 
made. Section 1.401(a)-11 of these 
regulations supersedes § 11.401(a)-11 
of the Temporary Income Tax Regu- 
lations under the Employee Retire- 
ment Income Security Act of 1974 (26 
CFR Part 11). Section 1.401(a) and 
§1.401(a)-11 are hereby adopted 
and inserted immediately after § 1.401- 
14. 


§1.401(a) Statutory provisions; re- 
quirements for qualification. 


Sec. 401. Qualified pension, profit-shar- 
ing, and stock bonus plans—(a) Require- 
ments for qualification. A trust created or 
organized in the United States and forming 
part of a stock bonus, pension, or profit- 
sharing plan of an employer for the exclu- 
sive benefit of his employees or their bene- 
ficiaries shall constitute a qualified trust 
under this section— 

(1) If contributions are made to the 
trust by such employer, or employees, or 
both, or by another employer who is en- 
titled to deduct his contributions under sec- 


tion 404(a)(3)(B) (relating to deduction 
for contributions to profit-sharing and stock 
bonus plans), for the purpose of distribut- 
ing to such employees or their beneficiaries 
the corpus and income of the fund accu- 
mulated by the trust in accordance with 
such plan; 


(2) If under the trust instrument it is 
impossible, at any time prior to the satis- 
faction of all liabilities with respect to em- 
ployees and their beneficiaries under the 
trust, for any part of the corpus or income 
to be (within the taxable year or there- 
after) used for, or diverted to, purposes 
other than for the exclusive benefit of his 
employees or their beneficiaries; 

(3) If the plan of which such trust is a 
part satisfies the requirements of section 
410 (relating to minimum participation 
standards) ; and 

(4) If the contributions or benefits pro- 
vided under the plan do not discriminate 
in favor of employees who are— 

(A) Officers, 

(B) Shareholders, or 

(C) Highly compensated. 

For purposes of this paragraph, there shall 
be excluded from consideration employees 
‘oo in section 410(b)(2)(A) and 
(C). 

(5) A classification shall not be consid- 
ered discriminatory within the meaning of 
paragraph (4) or section 410(b) (without 
regard to paragraph (1)(A)_ thereof) 
merely because it excludes employees the 
whole of whose remuneration constitutes 
“wages” under section 3121(a)(1) (relat- 
ing to the Federal Insurance Contributions 
Act) or merely because it is limited to sal- 
aried or clerical employees. Neither shall 
a plan be considered discriminatory within 
the meaning of such provisions merely be- 
cause the contributions or benefits of or on 
behalf of the employees under the plan bear 
a uniform relationship to the total compen- 
sation, or the basic or regular rate of 
compensation, of such employees, or merely 
because the contributions or benefits based 
on that part of an employee’s remuneration 
which is excluded from ‘“‘wages” by section 
3121(a)(1) differ from the contributions 
or benefits based on employee’s remunera- 
tion not so excluded, or differ because of 
any retirement benefits created under State 
or Federal law. For purposes of this para- 
graph and paragraph (10), the total com- 
pensation of an individual who is an em- 
ployee within the meaning of subsection 
(c) (1) means such individual’s earned in- 
come (as defined in subsection (c)(2)), 
and the basic or regular rate of compensa- 
tion of such an individual shall be deter- 
mined, under regulations prescribed by the 
Secretary or his delegate, with respect to 
that portion of his earned income which 
bears the same ratio to his earned income 
as the basic or regular compensation of the 
employees under the plan bears to the total 
compensation of such employees. For pur- 
poses of determining whether two or more 
plans of an employer satisfy the require- 
ments of paragraph (4) when considered 
as a single plan, if the amount of contribu- 
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tions on behalf of the employees allowed as 
a deduction under section 404 for the tax- 
able year with respect to such plans, taken 
together, bears a uniform relationship to 
the total compensation, or the basic or reg- 
ular rate of compensation, of such em- 
ployees, the plans shall not be considered 
discriminatory merely because the rights of 
employees to, or derived from, the employer 
contributions under the separate plans do 
not become nonforfeitable at the same rate. 
For the purposes of determining whether 
two or more plans of an employer satisfy 
the requirements of paragraph (4) when 
considered as a single plan, if the em- 
ployees’ rights to benefits under the sepa- 
rate plans do not become nonforfeitable at 
the same rate, but the levels of benefits pro- 
vided by the separate plans satisfy the re- 
quirements of regulations prescribed by the 
Secretary or his delegate to take account of 
the differences in such rates, the plans shall 
not be considered discriminatory merely be- 
cause of the differences in such rates. 


(6) A plan shall be considered as meet- 
ing the requirements of paragraph (3) dur- 
ing the whole of any taxable year of the 
plan if on one day in each quarter it satis- 
fied such requirements. 


(7) A trust shall not constitute a quali- 
fied trust under this section unless the plan 
of which such trust is a part satisfies the 
requirements of section 411 (relating to 
minimum vesting standards). 


(8) A trust forming part of a pension 
plan shall not constitute a qualified trust 
under this section unless the plan provides 
that forfeitures must not be applied to in- 
crease the benefits any employee would oth- 
erwise receive under the plan. 

(9) In the case of a plan which pro- 
vides contributions or benefits for employees 
some or all of whom are employees within 
the meaning of subsection (c) (1), a trust 
forming part of such plan shall not consti- 
tute a qualified trust under this section un- 
less, under the plan, the entire interest of 
each employee— 


(A) Either will be distributed to him 
not later than his taxable year in which he 
attains the age of 70% years, or, in the 
case of an employee other than an owner- 
employee (as defined in subsection (c) (3) ), 
in which he retires, whichever is the later, 
or 

(B) Will be distributed, commencing not 
later than such taxable year, (i) in accord- 
ance with regulations prescribed by the 
Secretary or his delegate, over the life of 
such employee or over the lives of such em- 
ployee and his spouse, or (ii) in accord- 
ance with such regulations, over a period 
not extending beyond the life expectancy of 
such employee or the life expectancy of 
such employee and his spouse. 


A trust shall not be disqualified under this 
paragraph by reason of distributions under 
a designation, prior to the date of the en- 
actment of this paragraph, by any employee 
under the plan of which such trust is a 
part, of a method of distribution which 
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does not meet the terms of the preceding 
sentence. 

(10) In the case of a plan which pro- 
vides contributions or benefits for employees 
some or all of whom are owner-employees 
(as defined in subsection (c) (3) )— 

(A) Paragraph (3), the first and second 
sentences of paragraph (5), and section 
410 shall not apply, but— 

(i) Such plan shall not be considered 
discriminatory within the meaning of para- 
graph (4) merely because the contributions 
or benefits of or on behalf of employees 
under the plan bear a uniform relationship 
to the total compensation, or the basic or 
regular rate of compensation, of such em- 
ployees, and 

(ii) Such plan shall not be considered 
discriminatory within the meaning of para- 
graph (4) solely because under the plan 
contributions described in subsection (e) 
which are in excess of the amounts which 
may be deducted under section 404 for the 
taxable year may be made on behalf of any 
owner-employee; and 

(B) A trust forming a part of such plan 
shall constitute a qualified trust under this 
section only if the requirements in subsec- 
tion (d) are also met. 

(11)(A) A trust shall not constitute a 
qualified trust under this section if the plan 
of which such trust is a part provides for 
the payment of benefits in the form of an 
annuity unless such plan provides for the 
payment of annuity benefits in a form hav- 
ing the effect of a qualified joint and survi- 
vor annuity. 

(B) Notwithstanding the provisions of 
subparagraph (A), in the case of a plan 
which provides for the payment of benefits 
before the normal retirement age (as de- 
fined in section 411(a)(8)), the plan is 
not required to provide for the payment of 
annuity benefits in a form having the effect 
of a qualified joint and survivor annuity 
during the period beginning on the date on 
which the employee enters into the plan as 
a participant and ending on the later of— 

(i) The date the employee reaches the 
earliest retirement age under the plan, or 

(ii) The first day of the 120th month 
beginning before the date on which the em- 
ployee reaches normal retirement age. 


(C) A plan described in subparagraph 
(B) does not meet the requirements of sub- 
paragraph (A) unless, under the plan, a 
participant has a reasonable period during 
which he may elect the qualified joint and 
survivor annuity form with respect to the 
period beginning on the date on which the 
period described in subparagraph (B) ends 
and ending on the date on which he 
reaches normal retirement age (as defined 
in section 411(a)(8)) if he continues his 
employment during that period. A plan 
does not meet the requirements of this sub- 
paragraph unless, in the case of such an 
election, the payments under the survivor 
annuity are not less than the payments 
which would have been made under the 
joint annuity to which the participant 
would have been entitled if he made an 
election described in this subparagraph im- 
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mediately prior to his retirement and if 
his retirement had occurred on the day 
before his death and within the period 
within which an election can be made. 

(D) A plan shall not be treated as not 
satisfying the requirements of this para- 
graph solely because the spouse of the par- 
ticipant is not entitled to receive a survivor 
annuity (whether or not an election de- 
scribed in subparagraph (C) has been 
made under subparagraph (C)) unless the 
participant and his spouse have been mar- 
ried throughout the 1-year period ending 
on the date of such participant’s death. 

(E) A plan shall not be treated as satis- 
fying the requirements of this paragraph 
unless, under the plan, each participant has 
a reasonable period (as described by the 
Secretary or his delegate by regulations) 
before the annuity starting date during 
which he may elect in writing (after having 
received a written explanation of the terms 
and conditions of the joint and survivor an- 
nuity and the effect of an election under 
this subparagraph) not to take such joint 
and survivor annuity. 

(F) A plan shall not be treated as not 
satisfying the requirements of this para- 
graph solely because under the plan there 
is a provision that any election described in 
subparagraph (C) or (E), and any revoca- 
tion of any such election, does not become 
effective (or ceases to be effective) if the 
participant dies within a period (not in ex- 
cess of 2 years) beginning on the date of 
such election or revocation, as the case may 
be. The preceding sentence does not apply 
unless the plan provision described in the 
preceding sentence also provides that such 
an election or revocation will be given 
effect in any case in which— 

(i) The participant dies from accidental 
causes, 

(ii) A failure to give effect to the elec- 
tion or revocation would deprive the par- 
ticipant’s survivor of a survivor annuity, 
and 

(iii) Such election or revocation is made 
before such accident occurred. 

(G) For purposes of this paragraph— 

(i) The term “annuity starting date” 
means the first day of the first period for 
which an amount is received as an annuity 
(whether by reason of retirement or by rea- 
son of disability) , 


(ii) The term “earliest retirement age” 
means the earliest date on which, under the 
plan, the participant could elect to receive 
retirement benefits, and 


(iii) The term “qualified joint and sur- 
vivor annuity” means an annuity for the 
life of the participant with a survivor an- 
nuity for the life of his spouse which is not 
less than one-half of, or greater than, the 
amount of the annuity payable during the 
joint lives of the participant and his spouse 
and which is the actuarial equivalent of a 
single life annuity for the life of the par- 
ticipant. 


For purposes of this paragraph, a plan may 
take into account in any equitable manner 
(as determined by the Secretary or his dele- 


gate) any increased costs resulting from 
providing joint and survivor annuity bene- 
fits. 
r (H) This paragraph shall apply only 
1 — 

(i) The annuity starting date did not 
occur before the effective date of this para- 
graph, and 

(ii) The participant was an active par- 
ticipant in the plan on or after such effec- 
tive date. 

(12) A trust shall not constitute a quali- 
fied trust under this section unless the plan 
of which such trust is a part provides that 
in the case of any merger or consolidation 
with, or transfer of assets or liabilities to, 
any other plan after the date of the enact- 
ment of the Employee Retirement Income 
Security Act of 1974, each participant in 
the plan would (if the plan then termi- 
nated) receive a benefit immediately after 
the merger, consolidation, or transfer which 
is equal to or greater than the benefit he 
would have been entitled to receive imme- 
diately before the merger, consolidation, or 
transfer (if the plan had then terminated). 
This paragraph shall apply in the case of 
a multiemployer plan only to the extent de- 
termined by the Pension Benefit Guaranty 
Corporation. 

(13) A trust shall not constitute a quali- 
fied trust under this section unless the plan 
of which such trust is a part provides that 
benefits provided under the plan may not 
be assigned or alienated. For purposes of 
the preceding sentence, there shall not be 
taken into account any voluntary and rev- 
ccable assignment of not to exceed 10 per- 
cent of any benefit payment made by any 
participant who is receiving benefits under 
the plan unless the assignment or alienation 
is made for purposes of defraying plan ad- 
ministration costs. For purposes of this 
paragraph a loan made to a participant or 
beneficiary shall not be treated as an assign- 
ment or alienation if such loan is secured 
by the participant’s accrued nonforfeitable 
benefit and is exempt from the tax imposed 
by section 4975 (relating to tax on prohib- 
ited transactions) by reason of section 4975 
(d) (1). This paragraph shall take effect 
on January 1, 1976 and shall not apply to 
assignments which were irrevocable on the 
date of the enactment of the Employee Re- 
tirement Income Security Act of 1974. 

(14) A trust shall not constitute a quali- 
fied trust under this section unless the plan 
of which such trust is a part provides that, 
unless the participant otherwise elects, the 
payment of benefits under the plan to the 
participant will begin not later than the 
60th day after the latest of the close of the 
plan year in which— 

(A) The date on which the participant 
attains the earlier of age 65 or the normal 
retirement age specified under the plan, 

(B) Occurs the i0th anniversary of the 
year in which the participant commenced 
participation in the plan, or 

(C) The participant terminates his serv- 
ice with the employer. : 


In the case of a plan which provides for 
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the payment of an early retirement benefit, 
a trust forming a part of such plan shall 
not constitute a qualified trust under this 
section unless a participant who satisfied 
the service requirements for such early re- 
tirement benefit, but separated from the 
service (with any nonforfeitable right to 
an accrued benefit) before satisfying the 
age requirement for such early retirement 
benefit, is entitled upon satisfaction of such 
age requirement to receive a benefit not 
less than the benefit to which he would be 
entitled at the normal retirement age, ac- 
tuarially reduced under regulations pre- 
scribed by the Secretary or his delegate. 

(15) A trust shall not constitute a quali- 
fied trust under this section unless under 
the plan of which such trust is a part— 

(A) In the case of a participant or bene- 
ficiary who is receiving benefits under such 
plan, or 

(B) In the case of a participant who is 
separated from the service and who has 
nonforfeitable rights to benefits, 


such benefits are not decreased by reason 
of any increase in the benefit levels payable 
under title II of the Social Security Act or 
any increase in the wage base under such 
title II, if such increase takes place after 
the date of the enactment of the Employee 
Retirement Income Security Act of 1974 or 
(if later) the earlier of the date of first re- 
ceipt of such benefits or the date of such 
separation, as the case may be. 

(16) A trust shall not constitute a quali- 
fied trust under this section if the plan of 
which such trust is a part provides for bene- 
fits or contributions which exceed the limi- 
tations of section 415. 

(17) In the case of a plan which pro- 
vides contributions or benefits for employees 
some or all of whom are employees within 
the meaning of subsection (c)(1) or are 
shareholder-employees within the meaning 
of section 1379(d), only if the annual com- 
pensation of each employee taken into ac- 
count under the plan does not exceed the 
first $100,000 of such compensation. 


(18) In the case of a trust which is part 
of a plan providing a defined benefit for 
employees some or all of whom are em- 
ployees within the meaning of subsection 
(c)(1), or are  shareholder-employees 
within the meaning of section 1379(d), 
only if such plan satisfies the requirements 
of subsection (j). 

(19) A trust shall not constitute a quali- 
fied trust under this section if under the 
plan of which such trust is a part any part 
of a participant’s accrued benefit derived 
from employer contributions (whether or 
not otherwise nonforfeitable), is forfeitable 
solely because of withdrawal by such par- 
ticipant of any amount attributable to the 
benefit derived from contributions made by 
such participant. The preceding sentence 
shall not apply to the accrued benefit of 
any participant unless, at the time of such 
withdrawal, such participant has a nonfor- 
feitable right to at least 50 percent of such 
accrued benefit (as determined under sec- 
tion 411). The first sentence of this para- 


graph shall not apply to the extent that an 
accrued benefit is permitted to be forfeited 
in accordance with section 411(a) (3) 
(D) (iii) (relating to proportional forfeit- 
ures of benefits accrued before enactment 
of the Employee Retirement Income Secu- 
rity Act of 1974, in the event of withdrawal 
of certain mandatory contributions). 


peg ov (11), (12), (13), (14), (15), 
and (19) shall apply only i in the case of a 
plan to which section 411 (relating to 
minimum vesting standards) applies with- 
out regard to subsection (e)(2) of such 
section. 


[Sec. 401(a) as amended by sec. 2, Self- 
Employed Individuals Tax Retirement Act, 
1962 (76 Stat. 809) [Pub. L. 87-792, 1962- 
3 CB. 89]; sec. 204(b)(1)(A), Act of 
Nov. 13, 1966 (Pub. L. 89-809 [1966-2 CB. 
6561, 80 Stat. 1577); by secs. 1012(b), 
1016( (a) (2), 1021, 1022(a), (b) (1), 2001 
(c),(d) (1), 2001 (e) (4), 2004(a) (1), Em- 
ployee Retirement Income Security Act, 
1974 [Pub. L. 93-406, 1974-3 C.B. 1] (88 
Stat. 913, 929, 935, 938, 939, 952, 953, 
955, 979) ] 

§ 1.401(a)-11 Qualified joint and 

survivor annuities. 

(a) General rule—(1) Required 
provisions. A trust, to which section 
411 (relating to minimum vesting 
standards) applies without regard to 
section 411(e) (2), which is a part of 
a plan providing for the payment of 
benefits in any form of a life annuity 
(as defined in paragraph (b)(1) of 
this section), shall not constitute a 
qualified trust under section 401 (a) 
(11) and this section unless such plan 
provides that: 

(i) Unless the election provided in 
paragraph (c)(1) of this section has 
been made, such benefits wil be paid 
in a form having the effect of a quali- 
fied joint and survivor annuity (as de- 
fined in paragraph (b) (2) of this sec- 
tion) with respect to any participant 
who— 

(A) Begins to receive payments un- 
der such plan on or after the date the 
normal retirement age is attained, or 

(B) Dies (on or after the date the 
normal retirement age is attained) 
while in active service of the employer 
maintaining the plan, or 

(C) In the case of a plan which 
provides for the payment of benefits 
before the normal retirement age, be- 
gins to receive payments under such 
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plan on or after the date the qualified 
early retirement age (as defined in 
paragraph (b) (4) of this section) is 
attained, or 

(D) Separates from service on or 
after the date the normal retirement 
age (or the qualified early retirement 
age) is attained and after satisfaction 
of eligibility requirements for the pay- 
ment of benefits under the plan (ex- 
cept for any plan requirement that 
there be filed a claim for benefits) 
and thereafter dies before beginning to 
receive such benefits; 

(ii) Any participant may elect, as 
provided in paragraph (c) (1) of this 
section, not to receive such benefits in 
the form of a qualified joint and sur- 
vivor annuity; and 

(iii) If the plan provides for the 
payment of benefits before the normal 
retirement age, any participant may 
elect, as provided in paragraph (c) 
(2) of this section, that such benefits 
be payable as an early survivor annuity 
(as defined in paragraph (b) (3) of 
this section) upon his death in the 
event that he— 

(A) Attains the qualified early re- 
tirement age (as defined in paragraph 
(b) (4) of this section) , and 

(B) Dies on or before the day nor- 
mal retirement age is attained while 
employed by an employer maintaining 
the plan. 

(2) Certain cash-outs. A plan will 
not fail to satisfy the requirements of 
section 401(a)(11) and this section 
merely because it provides that if the 
present value of the entire nonforfeit- 
able benefit derived from employer 
contributions of a participant at the 
time of his separation from service 
does not exceed $1,750 (or such 
smaller amount as the plan may spec- 
ify), such benefit will be paid to him 
in a lump sum. 

(3) Illustrations. The provisions of 
subparagraph (1) of this paragraph 
may be illustrated by the following 
examples: 

Example (1). The X Corporation De- 


fined Contribution Plan was established in 
1960. As in effect on January 1, 1974, the 
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plan provided that, upon his retirement, a 
participant could elect to receive the bal- 
ance of his individual account in the form 
of (1) a lump-sum cash payment, (2) a 
lump-sum distribution consisting of X Cor- 
poration stock, (3) five equal annual cash 
payments, (4) a life annuity, or (5) a com- 
bination of options (1) through (4). The 
plan also provided that, if a participant did 
not elect another form of distribution, the 
balance of his individual account would be 
distributed to him in the form of a lump- 
sum cash payment upon his retirement. As- 
sume that section 401(a)(11) and this sec- 
tion became applicable to the plan as of its 
plan year beginning January 1, 1976, with 
respect to persons who were active partici- 
pants in the plan as of such date (see para- 
graph (f) of this section). Unless the X 
Corporation Defined Contribution Plan 
either discontinues the life annuity payment 
option or is amended to provide that the 
balance of a participant’s individual ac- 
count will be paid to him in a form having 
the effect of a qualified joint and survivor 
annuity except to the extent that the par- 
ticipant elects another form of benefit pay- 
ment, the trust established under the plan 
will fail to qualify under section 401 (a). 

Example (2). The Y Corporation Retire- 
ment Plan provides that plan benefits are 
payable only in the form of a life annuity 
and also provides that a participant may 
retire before the normal retirement age of 
65 and receive a benefit if he has completed 
30 years of service. Under this plan, an em- 
ployee who begins employment at the age 
of 18 will be eligible to receive retirement 
benefits at the age of 48 if he then has 30 
years of service. This plan must allow a 
participant to elect in the time and manner 
prescribed in paragraph (c) (2) of this sec- 
tion an early survivor annuity (defined in 
paragraph (b)(3) of this section) to be 
payable on the death of the participant if 
death occurs while the participant is in ac- 
tive service for the employer maintaining 
the plan and on or after the date the par- 
ticipant reaches the qualified early retire- 
ment age of 55 (the later of the date the 
participant reaches the earliest retirement 
age (age 48) or 10 years before normal re- 
tirement age (age 55)) but before the day 
after the day the participant reaches nor- 
mal retirement age (age 65). 

Example (3). Assume the same facts as 
in Example (2). A, B, and C began em- 
ployment with Y Corporation when they 
each attained age 18. A retires and begins 
to receive benefit payments at age 48 after 
completing 30 years of service. The plan is 
not required to pay a qualified joint and 
survivor annuity to A and his spouse at any 
time. B does not elect an early survivor an- 
nuity at age 55, but retires at age 57 after 
completing 39 years of service. Unless B 
makes an election under subparagraph 
(1) (ii) of this paragraph, the plan is re- 
quired to pay a qualified joint and survivor 
annuity to B and his spouse. C makes no 
elections described in subparagraph (1) of 
this paragraph, and dies while in active 
service at age 66 after completing 48 years 
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of service. The plan is required to pay a 
qualified survivor annuity to C’s spouse. 

(b) Definitions. As used in this sec- 
tion—(1) Life annuity. (i) The term 
“life annuity” means an annuity that 
provides retirement payments and re- 
quires the survival of the participant 
or his spouse as one of the conditions 
for any payment or possible payment 
under the annuity. For example, an- 
nuities that make payments for 10 
years or until death, whichever occurs 
first or whichever occurs last, are life 
annuities. 


(ii) However, the term “life annu- 
ity’ does not include an annuity, 91 
that portion of an annuity, that pro- 
vides those benefits which, under sec- 
tion 411(a) (9), would not be taken 
into account in the determination of 
the normal retirement benefit or early 
retirement benefit. For example, “so- 
cial security supplements” described in 
the fourth sentence of section 411 (a) 
(9) are not considered to be life annu- 
ities for the purposes of this section, 
whether or not an early retirement 
benefit is provided under the plan. 


(2) Qualified joint and survivor an- 
nuity. The term “qualified joint and 
survivor annuity” means an annuity 
for the life of the participant with a 
survivor annuity for the life of his 
spouse which is neither (i) less than 
one-half of, nor (ii) greater than, the 
amount of the annuity payable during 
the joint lives of the participant and 
his spouse. For purposes of the preced- 
ing sentence, amounts described in 
§ 1.401(a)-11(b) (1) (ii) may be dis- 
regarded. A qualified joint and sur- 
vivor annuity must be at least the actu- 
arial equivalent of the normal form of 
life annuity or, if greater, of any op- 
tional form of life annuity offered 
under the plan. Equivalence may be 
determined, on the basis of consistently 
applied reasonable actuarial factors, 
for each participant or for all partici- 
pants or reasonable groupings of par- 
ticipants, if such determination does 
not result in discrimination in favor of 
employees who are officers, sharehold- 





ers, or highly compensated. An annu- 
ity is not a qualified joint and survivor 
annuity if payments to the spouse of a 
deceased participant are terminated, 
or reduced, because of such spouse’s 
remarriage. 


(3) Early survivor annuity. The 
term “early survivor annuity” means 
an annuity for the life of the partici- 
pant’s spouse the payments under 
which must not be less than the pay- 
ments which would have been made 
to the spouse under the joint and sur- 
vivor annuity if the participant had 
made the election described in para- 
graph (c) (2) of this section immedi- 
ately prior to his retirement and if his 
retirement had occurred on the day 
before his death and within the period 
during which an election can be made 
under such paragraph (c) (2). For ex- 
ample, if a participant would be en- 
titled to a single life annuity of $100 
per month or a reduced amount under 
a qualified joint and survivor annuity 
of $80 per month, his spouse is en- 
titled to a payment of at least $40 per 
month. However, the payments may 
be reduced to reflect the number of 
months of coverage under the survivor 
annuity pursuant to paragraph (e) of 
this section. 


(4) Qualified early retirement age. 
The term “qualified early retirement 
age’”’ means the latest of— 

(i) The earliest date, under the 
plan, on which the participant could 
elect (without regard to any require- 
ment that approval of early retirement 
be obtained) to receive retirement 
benefits (other than disability bene- 
fits) , 

(ii) The first day of the 120th 
month beginning before the partici- 
pant reaches normal retirement age, or 

(iii) The date on which the partici- 
pant begins participation. 

(5) Normal retirement age. The 
term “normal retirement age” has the 
meaning set forth in section 411(a) 
(8). 

(6) Annuity starting date. The term 
“annuity starting date” means the first 
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day of the first period with respect to 
which an amount is received as a life 
annuity, whether by reason of retire- 
ment or by reason of disability. 

(7) Day. The term “day” means a 
calendar day. 

(c) Elections—(1) Election not to 
take joint and survivor annuity form— 
(i) In general. (A) A plan shall not 
be treated as satisfying the require- 
ments of this section unless it provides 
that each participant may elect, dur- 
ing the election period described in 
subdivision (ii) of this subparagraph, 
not to receive a qualified joint and sur- 
vivor annuity. However, if a plan pro- 
vides that a qualified joint and sur- 
vivor annuity is the only form of bene- 
fit payable under the plan with respect 
to a married participant, no election 
need be provided. 

(B) The election shall be in writing 
and clearly indicate that the partici- 
pant is electing to receive all or, if per- 
mitted by the plan, part of his benefits 
under the plan in a form other than 
that of a qualified joint and survivor 
annuity. A plan will not fail to meet 
the requirements of this section merely 
because the plan requires the partici- 
pant to obtain the written approval of 
his spouse in order for the participant 
to make this election or if the plan 
provides that such approval is not re- 
quired. 

(ii) Election period. (A) For pur- 
poses of the election described in para- 
graph (c)(1)(i) of this section, the 
plan shall provide an election period 
which shall include a period of at least 
90 days following the furnishing of all 
of the applicable information required 
by subparagraph (3) (i) of this para- 
graph and ending prior to commence- 
ment of benefits. In no event.may the 
election period end earlier than the 
90th day before the commencement of 
benefits. Thus, for example, the com- 
mencement of benefits may be delayed 
until the end of such election period 
because the amount of payments to be 
made to a participant cannot be ascer- 
tained before the end of such period; 
see § 1.401(a)-14(d). If a participant 


makes a request for additional infor- 
mation as provided in subparagraph 
(3) (iii) of this paragraph on or before 
the last day of the election period, the 
election period shall be extended to 
the extent necessary to include at least 
the 90 calendar days immediately fol- 
lowing the day the requested addi- 
tional information is personally deliv- 
ered or mailed to the participant. 
Notwithstanding the immediately pre- 
ceding sentence, a plan may provide 
in cases in which the participant has 
been furnished by mail or personal 
delivery all of the applicable informa- 
tion required by subparagraph (3) (i) 
of this paragraph, that a request for 
such additional information must be 
made on or before a date which is not 
less than 60 days from the date of such 
mailing or delivery; and if the plan 
does so provide, the election period 
shall be extended to the extent neces- 
sary to include at least the 60 calendar 
days following the day the requested 
additional information is personally 
delivered or mailed to the participant. 

(B) In the case of a participant in 
a plan to which this subparagraph ap- 
plies who separated from service after 
section 401(a)(11) and this section 
became applicable to such plan with 
respect to such participant, and to 
whom an election required by this sub- 
paragraph has not been previously 
made available (and will not become 
available in normal course), the plan 
must provide an election to receive 
the balance of his benefits (properly 
adjusted, if applicable, for payments 
received, prior to the exercise of such 
election, in the form of a qualified 
joint and survivor annuity) in a form 
other than that of a qualified joint and 
survivor annuity. The provisions of 
paragraph (c) (1) (ii) (A) shall apply 
except that in no event shall the elec- 
tion period end before the 90th day 
after the date on which notice of the 
availability of such election and the 
applicable information required by 
subparagraph (3)(i) of this para- 
graph is given directly to the partici- 
pant. If such notice and information 
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is given by mail, it shall be treated as 
given on the date of mailing. If such 
participant has died, such election 
shall be made available to such partici- 
pant’s personal representative. 

(2) Election of early survivor an- 
nuity—(i) In general. (A) A plan 
described in paragraph (a) (1) (iii) of 
this section shall not be treated as 
satisfying the requirements of this sec- 
tion unless it provides that each par- 
ticipant may elect, during the period 
described in subdivision (ii) of this 
subparagraph, an early survivor an- 
nuity as described in paragraph (a) 
(1) (iii) of this section. Breaks in serv- 
ice after the participant has attained 
the qualified early retirement age 
neither invalidate a previous election 
or revocation nor prevent an election 
from being made or revoked during 
the election period. 

(B) The election shall be in writing 
and clearly indicate that the partici- 
pant is electing the early survivor an- 
nuity form. 

(C) A plan is not required to pro- 
vide an election under this subpara- 
graph if— 

(1) The plan provides that an early 
survivor annuity is the only form of 
benefit payable under the plan with 
respect to a married participant who 
dies while employed by an employer 
maintaining the plan, or 

(2) In the case of a defined contri- 
bution plan, the plan provides a sur- 
vivor benefit at least equal in value to 
the vested portion of the participant’s 
account balance, with respect to a par- 
ticipant who dies while in active serv- 
ice with an employer maintaining the 
plan. 

(ii) Election period. (A) For pur- 
poses of the election described in para- 
graph (c)(2)(i) of this section the 
plan shall provide an election period 
which, except as provided in the fol- 
lowing sentence, shall begin not later 
than the later of either the 90th day 
before a participant attains the quali- 
fied early retirement age or the date 
on which his participation begins, and 
shall end on the date the participant 
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terminates his employment. If such a 
plan contains a provision that any elec- 
tion made under this subparagraph 
does not become effective or ceases to 
be effective if the participant dies 
within a certain period beginning on 
the date of such election, the election 
period prescribed in this subdivision 
(ii) shall begin not later than the later 
of (1) a date which is 90 days plus 
such certain period before the partici- 
pant attains the qualified early retire- 
ment age or (2) the date on which his 
participation begins. For example, if 
a plan provides that an election made 
under this subparagraph does not be- 
come effective if the participant dies 
less than 2 years after the date of such 
election, the period for making an 
election under this subparagraph must 
begin not later than the later of (1) 2 
years and 90 days before the partici- 
pant attains the qualified early retire- 
ment age, or (2) the date on which his 
participation begins. However, the 
election period for an individual who 
was an active participant on the date 
this section became effective with re- 
gard to the plan need not begin earlier 
than such effective date. 

(B) In the case of a participant in 
a plan to which this subparagraph ap- 
plies who dies after section 401(a) 
(11) and this section became applica- 
ble to such plan with respect to such 
participant and to whom an election 
required by this subparagraph has not 
been previously made available, the 
plan must give the participant’s sur- 
viving spouse or, if dead, such spouse’s 
personal representative the option of 
electing an early survivor annuity. The 
plan may reduce the surviving spouse’s 
annuity to take into account any bene- 
fits already received. The period for 
making such election shall not end be- 
fore the 90th day after the date on 
which written notice of the availability 
of such election and applicable infor- 
mation required by subparagraph (3) 
(i) of this paragraph is given directly 
to such surviving spouse or personal 
representative. If such notice and in- 
formation is given by mail, it shall be 
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treated as given on the date of mail- 
ing. 

(3) Information to be provided by 
plan administrator. (i) A plan which 
is required to provide either or both 
of the elections described in paragraph 
(c) (1) or (2) of this section must pro- 
vide to the participants, at the time 
and in the manner specified in subdivi- 
sion (ii) of this subparagraph, the fol- 
lowing information, as applicable to 
the plan, in written nontechnical lan- 
guage: 

(A) In the case of the election de- 
scribed in paragraph (c)(1) of this 
section, a general description or ex- 
planation of the qualified joint and 
survivor annuity, the circumstances in 
which it will be provided unless the 
participant has elected not to have 
benefits provided in that form, and the 
availability of such election; 

(B) In the case of the election de- 
scribed in paragraph (c)(2) of this 
section, a general description of the 
early survivor annuity, the circum- 
stances under which it will be paid if 
elected, and the availability of such 
election; and 

(C) A general explanation of the 
relative financial effect on a partici- 
pant’s annuity of either or both elec- 
tions, as the case may be. 


Various methods may be used to ex- 
plain such relative financial effect. 
With regard to a qualified joint and 
survivor annuity, they include: infor- 
mation as to the benefits the partici- 
pant would receive under the qualified 
joint and survivor annuity stated as 
an arithmetic or percentage reduction 
from a single life annuity; a table 
showing the difference between a 
straight life annuity and a qualified 
joint and survivor annuity in terms of 
a reduction in dollar amounts; a table 
showing a percentage reduction from 
the straight life annuity or, in the 
case of a profit-sharing plan, an ap- 
proximate dollar amount reduction. 
The notice and explanation required 
by this subdivision (i) must also in- 
form the participants of the availabil- 


ity of the additional information speci- 
fied in subdivision (iii) of this sub- 
paragraph and how they may obtain 
such information. 

(ii) The method or methods used 
to provide the information described 
in subdivision (i) of this subparagraph 
may vary. See § 1.7476-2(c) (1) for 
examples of methods which can be 
used. One or more methods may. be 
used to provide the required informa- 
tion provided that all of the required 
information is provided by one method 
or a combination of methods by or 
within the time period specified in this 
subdivision (ii). If mail or personal 
delivery is used, then, whether or not 
the information has been previously 
provided, there must be a mailing or 
personal delivery of the information by 
such time as to reasonably assure that 
it will be received on or about: (/) in 
the case of a plan which does not pro- 
vide for the payment of benefits before 
the normal retirement age, the date 
which is 9 months before the partici- 
pant attains normal retirement age; 
(2) in the case of a plan which pro- 
vides for the payment of benefits be- 
fore the normal retirement age and 
which is required to provide the elec- 
tion described in paragraph (c) (2) of 
this section (whether or not it is also 
required to provide the election de- 
scribed in paragraph (c) (1) of this 
section), the date which is 90 days 
before the latest date prescribed by 
paragraph (c) (2) (ii) (A) for the be- 
ginning of the election period for the 
early survivor annuity; or (3) in the 
case of a plan which provides for the 
payment of benefits before the normal 
retirement age and which is required 
to provide only the election described 
in paragraph (c)(1) of this section, 
the date which is nine months before 
the participant attains the qualified 
early retirement age; except that in 
the case of a plan described in (2) or 
(3), if the qualified early retirement 
age is the date the participant begins 
participation in the plan, the informa- 
tion may be provided on or about such 
date. If a method other than mail or 
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personal delivery is used to provide 
participants with some or all of such 
information, it must be a method 
which is reasonably calculated to reach 
the attention of a participant on or 
about the date prescribed in the im- 
mediately preceding sentence and to 
continue to reach the attention of such 
participant during the election period 
applicable to him for which the infor- 
mation is being provided (as, for ex- 
ample, by permanent posting, re- 
peated publication, etc.) . 

(iii) The plan administrator must 
furnish to a particular participant, 
upon a timely written request, a writ- 
ten explanation in nontechnical lan- 
guage of the terms and conditions of 
the qualified joint and survivor an- 
nuity and the financial effect upon 
the particular participant’s annuity of 
making any election under this para- 
graph. Such financial effect shall be 
given in terms of dollars per annuity 
payment; and in the case of a defined 
contribution plan, the projected an- 
nuity for a particular participant may 
be based on his account balance as 
of the most recent valuation date. 
The plan administrator need not com- 
ply with more than one such request 
made by a particular participant. This 
explanation must be personally de- 
livered or mailed (first class mail, post- 
age prepaid) to the participant within 
30 days from the date of the partici- 
pant’s written request. 

(4) Election is revocable. A plan 
to which this section applies must 
provide that any election made under 
this paragraph may be revoked in 
writing during the specified election 
period, and that after such election 
has been revoked, another election 
under this paragraph may be made 
during the specified election period. 

(5) Election by surviving spouse. A 
plan will not fail to meet the require- 
ments of section 401(a) (11) and this 
section merely because it provides that 
the spouse of a deceased participant 
may elect to have benefits paid in a 
form other than a survivor annuity. 
If the plan provides that such a spouse 


may make such an election, the plan 
administrator must furnish to this 
spouse, within a reasonable amount 
of time after a written request has 
been made by this spouse, a written 
explanation in nontechnical language 
of the survivor annuity and any other 
form of payment which may be 
selected. This explanation must state 
the financial effect (in terms of dol- 
lars) of each form of payment. A plan 
need not respond to more than one 
such request. 

(d) Permissible additional plan 
provisions—(1) In general. A plan 
will not fail to meet the requirements 
of section 401(a)(11) and this sec- 
tion merely because it contains one 
or more of the provisions described in 
paragraph (d)(2) through (4) of 
this section. 

(2) Claim for benefits. A plan may 
provide that as a condition precedent 
to the payment of benefits, a partici- 
pant must express in writing to the 
plan administrator the form in which 
he prefers benefits to be paid and pro- 
vide all the information reasonably 
necessary for the payment of such 
benefits. However, if a participant 
files a claim for benefits with the plan 
administrator and provides the plan 
administrator with all the informa- 
tion necessary for the payment of 
benefits but does not indicate a pref- 
erence as to the form for the payment 
of benefits, benefits must be paid in 
the form of a qualified joint and sur- 
vivor annuity if the participant has 
attained the qualified early retire- 
ment age unless such participant has 
made an effective election not to re- 
ceive benefits in such form. For rules 
relating to provisions in a plan to the 
effect that a claim for benefits must 
be filed before the payment of bene- 
fits will commence, see § 1.401(a)- 
14. 

(3) Marriage requirements. A plan 
may provide that a joint and survivor 
annuity will be paid only if— 

(i) The participant and his spouse 
have been married to each other 
throughout a period (not exceeding 
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one year) ending on the annuity start- 
ing date. 

(ii) The spouse of the participant 
is not entitled to receive a survivor 
annuity (whether or not the election 
described in paragraph (c) (2) of this 
section has been made) unless the 
participant and his spouse have been 
married to each other throughout a 
period (not exceeding one year) end- 
ing on the date of such participant’s 
death. 

(iii) The same spouse must satisfy 
the requirements of subdivisions (i) 
and (ii) of this subparagraph. 

(iv) The participant must notify 
the plan administrator (as defined by 
section 414(g)) of his marital status 
within any reasonable time period 
specified in the plan. 

(4) Effect of participant’s death on 
an election or revocation of an elec- 
tion under paragraph (c). A plan may 
provide that any election described 
in paragraph (c) of this section or 
any revocation of any such election 
does not become effective or ceases 
to be effective if the participant dies 
within a period, not in excess of 2 
years, beginning on the date of such 
election or revocation. However, a 
plan containing a provision described 
in the preceding sentence shall not 
satisfy the requirements of this section 
unless it also provides that any such 
election or any revocation of any such 
election will be given effect in any 
case in which— 

(i) The participant dies from acci- 
dental causes, 

(ii) A failure to give effect to the 
election or revocation would deprive 
the participant’s survivor of a survivor 
annuity, and 

(iii) Such election or revocation is 
made before such accident occurred. 

(e) Costs of providing qualified 
joint and survivor annuity form or 
early survivor annuity form. A plan 
may take into account in any equitable 
manner consistent with generally ac- 
cepted actuarial principles applied on 
a consistent basis any increased costs 
resulting from providing qualified 
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joint and survivor annuity and early 
survivor annuity benefits. A plan may 
give a participant the option of pay- 
ing premiums only if it provides 
another option under which an out-of- 
pocket expense by the participant is 
not required. 

(f) Application and effective date. 
Section 401(a)(11) and this section 
shall apply to a plan only with re- 
spect to plan years beginning after 
December 31, 1975, and shall apply 
only if— 

(1) The participant’s annuity 
starting date did not fall within a plan 
year beginning before January 1, 1976, 
and 

(2) The participant was an active 
participant in the plan on or after 
the first day of the first plan year 
beginning after December 31, 1975. 


For purposes of this paragraph, the 
term “active participant” means a 
participant for whom benefits are be- 
ing accrued under the plan on his 
behalf (in the case of a defined bene- 
fit plan), the employer is obligated to 
contribute to or under the plan on 
his behalf (in the case of a defined 
contribution plan other than a profit- 
sharing plan), or the employer either 
is obligated to contribute to or under 
the plan on his behalf or would have 
been obligated to contribute to or 
under the plan on his behalf if any 
contribution were made to or under 
the plan (in the case of a profit-shar- 
ing plan). 

If benefits under a plan are pro- 
vided by the distribution to the par- 
ticipants of individual annuity con- 
tracts, the annuity starting date will be 
considered for purposes of this para- 
graph to fall within a plan year be- 
ginning before January 1, 1976, with 
respect to any such individual con- 
tract that was distributed to the par- 
ticipant during a plan year beginning 
before January 1, 1976, if no pre- 
miums are paid with respect to such 
contract during a plan year beginning 
after December 31, 1975. In the case 
of individual annuity contracts that 
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are distributed to participants before 
July 1, 1977, and which contain an 
option to provide a qualified joint and 
survivor annuity, the requirements of 
this section will be considered to have 
been satisfied if, not later than July 1, 
1977, holders of individual annuity 
contracts who are participants de- 
scribed in the first sentence of this 
paragraph are given an opportunity 
to have such contracts amended, so as 
to provide for a qualified joint and 
survivor annuity in the absence of a 
contrary election, within a period of 
not less than one year from the date 
such opportunity was offered. In no 
event, however, shall the preceding 
sentence apply with respect to bene- 
fits attributable to premiums paid after 
June 30, 1977. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 401(a)(11) and 7805 of the 
Internal Revenue Code of 1954 (88 
Stat. 935, 68A Stat. 917; 26 U.S.C. 
401(a)(11), 7805).) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 3, 1977. 


CHARLES M. WALKER, 
Assistant Secretary 
of the Treasury. 
(Filed by the Office of the Federal Register 
on January 4, 1977; 1:16 p.m., and pub- 


lished in the issue of the Federal Register 
for January 7, 1977, 42 F.R. 1463) 


26 CFR 11.401(d) (1)-1: Nonbank trustees 
benefiting owner-employees. 


T.D. 7448 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 11.—TEMPO- 
RARY INCOME TAX REGU- 
LATIONS UNDER THE EM- 
PLOYEE RETIREMENT IN- 
COME SECURITY ACT OF 1974 


Temporary regulations relating to 
nonbank trustees of pension and profit- 





sharing trusts benefiting owner-em- 
ployees 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224, 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document amends § 11.401 (d) 
(1)-1 of the Temporary Income Tax 
Regulations under the Employee Re- 
tirement Income Security Act of 1974 
(26 CFR Part 11), relating to non- 
bank trustees of pension and profit- 
sharing trusts benefiting owner-em- 
ployees. 

Section 401(d)(1) of the Internal 
Revenue Code permits a person which 
is not a bank to be the trustee of a 
qualified pension or profit-sharing 
trust benefiting owner-employees ‘if 
such person demonstrates to the satis- 
faction of the Commissioner that such 
person will administer the trust in a 
manner consistent with the require- 
ments of section 401. Such a demon- 
stration must be made by filing a writ- 
ten application. 

Under § 11.401(d)(1)-1, the ap- 
plicant is generallly required to dem- 
onstrate its ability to act within the 
accepted rules of fiduciary conduct, 
experience and competence with re- 
spect to accounting for the interests 
of a large number of individuals, and 
familiarity with other activities nor- 
mally associated with the handling of 
retirement funds. Thus, the applicant 
must be prepared to comply with spe- 
cified rules of fiduciary conduct. In 
addition, it must possess such at- 
tributes as continuity, permanent loca- 
tion, financial responsibility, and 
fiduciary experience. 

Section 11.401 (d) (1)-1(g) (3) con- 
tains a special rule that applies to 
certain credit unions, savings and 
loan associations and similar financial 
institutions. This special rule was 
designed to expedite the approval of 
well-qualified credit unions and other 
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financial institutions. However, it has 
not had the desired effect. Therefore, 
the special rule is now revised. 


As revised, the special rule provides 
that an applicant will be approved to 
act as the trustee of qualified pension 
and profit-sharing trusts benefiting 
owner-employees (“Keogh Plans”) if 
three requirements are satisfied: 

(1) The applicant must be a credit 
union, industrial loan company, or 
savings and loan association. (Other 
financial institutions may be desig- 
nated later by the Commissioner. ) 

(2) The trust assets must be in- 
vested solely in deposits in the appli- 
cant. 

(3) Deposits in the applicant must 
be insured (up to the dollar limit 
prescribed by applicable law) by an 
agency or instrumentality of the 
United States or a State. 

Credit unions and other financial 
institutions that satisfy the revised spe- 
cial rule will be automatically ap- 
proved on December 22, 1976. They 
will then be permitted to act as the 
trustee of Keogh Plans and individual 
retirement accounts and as the custo- 
dian of custodial accounts described 
in section 401(f) of the Internal Rev- 
nue Code. They will not be required 
to submit a written application. How- 
ever, this automatic approval does not 
apply to a financial institution that 
fails to satisfy any one of the three 
requirements set out above. 


Adoption of regulations 

To provide new rules for approving 
credit unions and other financial in- 
stitutions to act as trustees of qualified 
pension and profit-sharing trusts bene- 
fiting owner-employees, the —Tempo- 
rary Income Tax Regulations under 
the Employee Retirement Income 
Security Act of 1974 (1974-3 C.B.) 
are amended as follows: 

Section 11.401(d)(1)-1(g)(3) is 


revised to read as follows: 


§ 11.401(d)(1)-1 Nonbank trustees 
of trusts benefiting owner-em- 
ployees. 


* * * * * 


(g) Special rules. * * * 

(3) Savings account. (i) An ap- 
plicant will be approved to act as 
trustee under this subparagraph if 
the following requirements are satis- 
fied: 

(A) The applicant is a_ credit 
union, industrial loan company, sav- 
ings and loan association, or other 
financial institution designated by the 
Commissioner ; 

(B) The investment of the trust as- 
sets will be solely in deposits in the 
applicant; 

(C) Deposits in the applicant are 
insured (up to the dollar limit pre- 
scribed by applicable law) by an 
agency or instrumentality of the 
United States or a State. 


(ii) Any applicant who satisfies the 
requirements of this subparagraph is 
hereby approved, and (notwithstand- 
ing paragraph (b) of this section) is 
not required to submit a written ap- 
plication. This approval takes effect 
on the first day after December 22, 
1976, on which the applicant satisfies 
the requirements of this subparagraph, 
and continues :n effect for so long as 
the applicant continues to satisfy those 
requirements. 


* % * * * 


Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury de- 
cision, it is found to be impracticable 
to issue this Treasury decision with 
notice and public procedure thereon 
under subsection (b) of section 553 
of title 5 of the United States Code 
or subject to the effective date limita- 
tion of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 401(d)(1) and 7805 of the In- 
ternal Revenue Code of 1954 (88 
Stat. 939 and 68A Stat. 917; 26 U.S.C. 
401 and 7805).) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Section 404 


Approved December 16, 1976. 


CuHarLes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the office of the Federal Register 
on December 17, 1976, 4:56 p.m., and 
published in the issue of the Federal 
Register for December 21, 1976, 41 F.R. 
55510) 





Section 402.—Taxability of 
Beneficiary of Employees’ Trust 


Rollover of the proceeds of an employ- 
ees’ pension plan into an individual retire- 
ment account. See Rev. Rul. 77-222, page 
281. 





Section 404.—Deduction for 
Contributions of an Emp!oyer to 
an Employees’ Trust or Annuity 
Plan and Compensation Under 
a Deferred-Payment Plan 


Whether a contribution deemed made in 
a prior tax year for deduction purposes 
may be used to satisfy minimum funding 
standards for the current plan year. See 
Rev. Rul. 77-82, page 97. 


26 CFR 1.404(a)-1: Contributions of an 
employer to an employees’ trust or annuity 
plan and compensation under a deferred 
payment plan; general rule. 


Ct. D. 1984 


SUPREME COURT OF THE 
UNITED STATES 
No. 75-1312 


Don E. Williams Company, Petitioner 
v. 


Commissioner of Internal Revenue 


[429 U.S. 569] 


On writ of certiorari to the 
United States Court of Appeals 
for the Seventh Circuit 


[February 22, 1977] 


Syllabus 


Petitioner accrual basis corporate taxpayer, 
by delivering fully secured promissory de- 
mand notes to the trustees of its qualified 
employees’ profit-sharing trust, held not 
entitled to income tax deductions therefor 
under § 404(a) of the Internal Revenue 
Code of 1954, which allows a deduction 
for contributions “paid” by an employer 
to a profit-sharing plan in the taxable year 
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“when paid,” and further allows the deduc- 
tion if the contribution was a “payment 

. . made” within a specified grace period 
following the end of the employer’s taxable 
year. 

(a) The statutory terms “paid” and 
“payment,” coupled with the grace period 
and the legislative history’s reference to 
“paid” and “actually paid,’ demonstrate 
that, regardless of the method of account- 
ing, all taxpayers must pay out cash or its 
equivalent by the end of the grace period 
in order to qualify for the § 404(a) deduc- 
tion. This accords with the apparent stat- 
utory policy that the profit-sharing plan 
receive full advantage of any contribution 
that entitles the employer to a tax benefit. 
Here the petitioner’s issuance and delivery 
of the promissory notes did not make the 
accrued contributions ones that were 
“paid” within the meaning of § 404(a). 

(b) Though the notes had value and 
would qualify as income to a seller-recipi- 
ent, the notes, for the maker, even though 
fully secured, are still only a promise to 
pay and do not in themselves constitute 
an outlay of cash or other property. 

(c) The transactions in question cannot 
be treated as payments of cash to the 
trustees followed by loans, evidenced by the 
notes in return, since “a transaction is to 
be given its tax effect in accord with what 
actually occurred and not in accord with 
what might have occurred.” Commissioner 
v. National Alfalfa Dehydrating & Milling 
Co., 417 U.S. 134, 148 [1974-2 C.B. 48]. 

(d) The word “paid” in § 404(a) can- 
not be assumed to have the same meaning 
it has in § 267(a) of the Code, which dis- 
allows deductions by an accrual basis tax- 
payer for certain items that are accrued 
but not yet paid to related cash basis 
payees. The situation under § 267(a) 
whereby the term “paid” has been used to 
insure that transactions between related 
entities received consistent tax treatment, 
has no counterpart under § 404(a), for the 
qualified profit-sharing plan is exempt from 
tax. 

(e) A promissory note cannot properly 
be equated with a check, since a note, 
even when payable on demand and fully 
secured, is still only a promise to pay, 
whereas a check is a direction to the bank 
for immediate payment, is a medium of 
exchange, and is treated for federal tax 
purposes as a conditional payment of cash. 


527 F. 2d 649, affirmed. 

BiackMUN, J., delivered the opinion of 
the Court, in which Burcer, C. J., and 
BRENNAN, WHITE, MARSHALL, REHN- 
QuisT, and STEvENs, JJ., joined. “STEVENS, 

» filed a concurring opinion. STEWwartT, 
J., filed a dissenting opinion, in which 
PowELL, J., joined. 

Mr. Justice BLackmuN delivered 


the opinion of the Court. 


The issue in this federal income tax 
case is whether an accrual basis cor- 
porate taxpayer, by delivering its fully 
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secured promissory demand note to 
the trustees of its qualified employees’ 
profit-sharing trust, is entitled to a de- 
duction therefor under § 404(a) of the 
Internal Revenue Code of 1954, 26 
U. S. C. § 404(a).? 


I 


The pertinent facts are stipulated. 
Petitioner Don E. Williams Company 
(the taxpayer) is an Illinois corpora- 
tion with its principal office at Moline 
in that State. It serves as a manufac- 
turers’ representative and wholesaler 
for factory tools and supplies. It keeps 
its books and files its federal income 
tax returns on the accrual method of 
accounting and on the basis of the 
fiscal year ended April 30. Don E. 
Williams, Jr., president of the tax- 
payer, owns 87.08% of its outstand- 
ing capital stock; Joseph W. Phillips, 
Jr., vice president, owns 4.17% there- 
of; and Alice R. Williams, secretary- 
treasurer, owns 4.58% 


In November 1963, the taxpayer’s 
directors adopted the Don E. Williams 
Company Profit Sharing Plan and 
Trust. The trustees are the three offi- 


1 Section 404(a), as amended by § 24 of 
the Technical Amendments Act of 1958, 
72 Stat. 1623 [1958-3 C.B. 254], reads in 
pertinent part: 

“(a) GENERAL RULE.—If contribu- 
tions are paid by an employer to or under 
a stock bonus, pension, profit-sharing, or 
annuity plan, . . . such contributions .. . 
shall not be deductible under section 162 
(relating to trade or business expenses) or 
section 212 (relating to expenses for the 
production of income) ; but, if they satisfy 
the conditions of either of such sections, 
they shall be deductible under this section, 
subject, however, to the following limita- 
tions as to the amounts deductible in any 
year: 


* * * * * 


“(3) STOCK BONUS AND PROFIT- 
SHARING TRUSTS.— 


“(A) LIMITS ON DEDUCTIBLE 
CONTRIBUTIONS.—In the taxable year 
when paid, if the contributions are paid 
into a... profit-sharing trust, and if such 
taxable year ends within or with a taxable 
year of the trust with respect to which the 
trust is exempt under section 501(a), in 
an amount not in excess of 15 percent of 
the compensation otherwise paid or ac- 
crued during the taxable year to all em- 
ployees under the . . . profit-sharing plan 





cers of the taxpayer and the First Na- 
tional Bank of Moline. The trust was 
“qualified” under §401(a) of the 
Code and thus, under § 501(a), is 


exempt from federal income tax. 


Near the end of each of its fiscal 
years 1967, 1968, and 1969, the tax- 
payer’s directors authorized a con- 
tribution of approximately $30,000 to 
the Trust. This amount was accrued 
as an expense and liability on the tax- 
payer’s books at the close of the year. 
In May, the taxpayer delivered to the 
trustees its interest-bearing promissory 
demand note for the amount of the 
liability so accrued. The 1967 and 
1968 notes bore 6% interest and the 
1969 note bore 8% interest. Each note 
was guaranteed by the three officer- 
trustees individually and, in addition, 
was secured by collateral consisting of 
Mr. Williams’ stock of the taxpayer 
and the interests of Mr. Williams and 
Mr. Phillips under the plan. The value 
of the collateral plus the net worth of 
Alice R. Williams, a guarantor, greatly 
exceeded the face amount of each 
note. 


Within a year following the issu- 
ance of each note the taxpayer de- 
livered to the trustees its check for 
the principal amount of the note plus 
interest. Each check was duly hon- 
ored. 


In its federal income tax return filed 
for each of the fiscal years 1967, 1968, 
and 1969 the taxpayer claimed - 
deduction under § 404(a) for the lia- 
bility accrued to the trustees. On 
audit, the Commissioner of Internal 
Revenue, respondent here, ruled that 
the accruals and the deliveries of the 
notes to the trustees were not contri- 
butions that were “paid,” within the 
meaning of § 404(a). Accordingly, he 
disallowed the claimed accrual de- 
ductions and, instead, allowed deduc- 
tions only for the checks * for the re- 


* Respondent acknowledges that a sol- 
vent taxpayer’s issuance and delivery of a 
check is a contribution that is “paid,” 
within the language of § 404(a). Tr. of 
Oral Arg. 28-31. See Dick Bros. v. Com- 
missioner, 205 F. 2d 64 (CA3 1953). 
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spective fiscal years in which they were 
delivered. These adjustments resulted 
in deficiencies of $15,162.87, $1,360.- 
64, and $530.42, respectively, in the 
taxpayer's income taxes for the three 
years. 


On petition for redetermination, the 
United States Tax Court, in a re- 
viewed opinion with three dissents, 
upheld the Commissioner, 62 T. C. 
166 (1974). In so doing, it adhered 
to its consistent rulings since 1949 * to 
the effect that an accrual basis em- 
ployer’s contribution to its qualified 
employees’ profit-sharing plan in the 
form of the employer’s promissory note 
was not something “paid,” and there- 
fore deductible, under § 404(a) of 
the 1954 Code or under the predeces- 
sor § 23(p) of the Internal Revenue 
Code of 1939. With the taxpayer’s 
case being subject to an appeal to the 
United States Court of Appeals for the 
Seventh Circuit, which had not yet 
ruled on the issue, the Tax Court de- 
clined to follow decisions of the Third, 
Ninth, and Tenth Circuits that had 


*Logan Engineering Co. v. Commis- 
sioner, 12 T. C. 860 (Judge Kern, re- 
viewed by the court with no dissents), 
appeal dismissed (CA7 1949); Slaymaker 
Lock Co. v. Commissioner, 18 T. C. 1001 
(1952) (Judge Bruce), rev’d, sub nom. 
Sachs v. Commissioner, 208 F. 2d 313 
(CA3 1953); Time Oil Co. v. Commis- 
sioner, 26 T. C. 1061 (1956) (Judge 
Withey), remanded, 258 F. 2d 237 (CA9 
1958), supplemental opinion, 294 F. 2d 
667 (1961); Wasatch Chemical Co. v. 
Commissioner, 37 T. C. 817 (1962) 
(Judge Fay, reviewed by the court with no 
dissents), remanded, 313 F. 2d 843 (CA10 
1963). Memorandum decisions to the same 
effect are Freer Motor Transfer Co. v. 
Commissioner, 8 T. C. M. 507 (1949) 
(Judge Kern) ; Sachs v. Commissioner, 11 
T. C. M. 882, 890 (1952) (Judge Le- 
Mire), remanded, 208 F. 2d 313 (CA3 
1953); Lancer Clothing Corp. v. Com- 
missioner, 34 T. C. M. 776 (1975) (Judge 
Scott), on appeal to the Second Circuit, 
No. 76-4012; Coastal Electric Corp. v. 
Commissioner, 34 T. C. M. 1007 (1975) 


‘(Judge Goffe), on appeal to the Fourth 


Circuit, No. 75-2184. See Rev. Rule 71-95, 
1971-1 Cum. Bul. 130; Rev. Rule 55-608, 
1955-2 Cum. Bul. 546, 548. See also Pat- 
mon, Young & Kirk v. Commissioner, 536 
F. 2d 142 (CA6 1976), concerning a cash 
basis taxpayer. 


disagreed with the Tax Court in ear- 
lier cases.* 62 T. C., at 168. 

On appeal, the Seventh Circuit also 
declined to follow its sister circuits, 
and affirmed. 527 F. 2d 649 (1975). 
We granted certiorari to resolve the 
conflict. 426 U. S. 919 (1976). 


II 


A. The statute. Under § 446 of the 
Code, 26 U. S. C. § 446, taxable in- 
come is computed under the account- 
ing method regularly utilized by the 
taxpayer in keeping its books. Sub- 
ject to that requirement, “a taxpayer 
may compute taxable income” under 
the cash receipts and disbursements 
method or, among others, under “an 
accrual method.” As a consequence, 
the words “paid or accrued” or “paid 
or incurred” appear in many of the 
Code’s deduction provisions.*° The 
presence of these phrases reveals Con- 
gress’ general intent to give full mean- 
ing to the accrual system and to al- 
low the accrual basis taxpayer to de- 
duct appropriate items that accrue, or 
are incurred, but are unpaid during 
the taxable year. 


Section 404(a), however, quoted in 
n. 1, supra, stands in obvious contrast. 
It provides that “[i]f contributions are 


* Sachs v. Commissioner, 208 F. 2d 313 
(CA3 1953) (negotiable interest-bearing 
demand notes); Time Oil Co. v. Commis- 
stoner, 258 F. 2d 237 (CA9 1958) (non- 
interest-bearing demand notes, said to pre- 
sent a “close” question, id., at 240); 
Wasatch Chemical Co. v. Commissioner, 
313 F. 2d 843 (CA10 1963) (unsecured 
interest-bearing five-year promissory notes). 
Accord, Advance Construction Co. v. 
United States, 356 F. Supp. 1267 (ND 
Ill. 1973) (secured interest-bearing term 
promissory note). 

The persistence of the Government in 
pursuing its position on an issue of tax law 
has been noted before. Foster Lumber Co. 
v. United States, 429 U. S. 32, 
(1976) (dissenting opinion). This time, 
however, the Government’s position has 
been consistently accepted for more than 
25 years by the Tax Court. It thus has not 
encountered uniform judicial rejection over 
a substantial period, as it had on the Fos- 
ter Lumber issue 

5 See, e. g., §§ 162(a), 163(a), 164(a), 
174(a)(1), 175(a), 177(a), 180(a), 182 
fa), 212, 216(a), and 217. See also § 7701 
(a) (25). 
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paid by an employer to...a.. 
profit-sharing ... plan,” the contri- 
butions, subject to a specified limita- 
tion in amount, shall be deductible 
“fiJn the taxable year when paid” 
(emphasis supplied). The usual alter- 
native words, “or accrued” or “or 
incurred,” are missing, and their ab- 
sence indicates congressional intent to 
permit deductions for profit-sharing 
plan contributions only to the extent 
they are actually paid and not merely 
accrued or incurred during the year. 
Congress, however, by way of adden- 
dum, provided a grace period for the 
accrual basis taxpayer. Section 404 
(a) (6) allowed a deduction for the 
taxable year with respect to a contri- 
bution on account of that year if it 
was a “payment . . . made” within 
the time prescribed for filing that 
year’s return.® Under § 6072(b) of 
the Code, this period, for petitioner- 
taxpayer, was two and one-half months 
after April 30, the close of its fiscal 
year, or July 15. 

B. The legislative history. This 
history, as is to be expected, is con- 
sistent with the theme of the statute’s 
language. Section 404 is virtually iden- 
tical with § 23 (p) of the 1939 Code, 
as amended by § 162(b) of the Reve- 
nue Act of 1942, 56 Stat. 863. Com- 
mittee reports at that time speak of 
an accrual basis taxpayer’s deferral of 
paying compensation and state that, 
if this was done “under an arrange- 
ment having the effect of a . . . profit- 
sharing ... plan . . . deferring the 
receipt of compensation, he will not 


® Section 404(a)(6), as it then read, 
provided: 

“(6) TAXPAYERS ON ACCRUAL 
BASIS.—For purposes of paragraphs (1), 
(2), and (3), a taxpayer on the accrual 
basis shall be deemed to have made a pay- 
ment on the last day of the year of accrual 
if the payment is on account of such tax- 
able year and is made not later than the 
time prescribed by law for filing the return 
for such taxable year (including extension 
thereof) .” 

Section 1013 of the Employee Retire- 
ment Income Security Act of 1974, Pub. 
L. 93-406, 88 Stat. 923 [1974-3 C.B. 1, 83], 
amended this section to afford the same 
grace period to a cash basis taxpayer. 
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be allowed a deduction until the year 
in which the compensation is paid” 
(emphasis supplied). H. R. Rep. No. 
2333, 77th Cong., 2d Sess., 106 (1942) 
[1942-2 C.B. 372]; S. Rep. No. 1631, 
77th Cong., 2d Sess., 141 (1942) 
[1942-2 C.B. 504].7 This, however, 
would have created a computational 
problem for the accrual basis taxpayer 
who wished to make the maximum 
contribution possible under the per- 
centage limitations of the statute, see 
§ 404(a) (3) (A), n. 1, supra, but who 
would not be able to determine that 
figure until after the close of the tax- 
able year. See Senate Hearings before 
the Committee on Finance on the 
Revenue Act of 1942, 77th Cong., 2d 
Sess., 465 (1942). Accordingly, Con- 
gress provided the grace period, origi- 
nally 60 days under § 23 (p) (1) (E) 
of the 1939 Code, as amended, 56 
Stat. 865, for the accrual basis tax- 
payer. 

Six years later the House Committee 
on Ways and Means recommended an 
extension of the grace time and re- 
ferred to the then existing 60-day 
period for the deduction of “contribu- 
tions actually paid” (emphasis sup- 
plied). H. R. Rep. No. 2087, 80th 
Cong., 2d Sess, 13 (1948). The 
Senate did not then go along. But in 
1954 the grace period was lengthened 
to coincide with the period for filing 
the return, § 404(a)(6) of the 1954 
Code, and at that time a similar refer- 
ence, “actually makes payment,’ was 
repeated in the legislative history. S. 
Rep. No. 1622, 83d Cong., 2d Sess., 
55 (1954). See, id., at 292, and H. R. 
Rep. No. 1337, 83d Cong., 2d Sess., 
A151 (1954). 

The applicable treasury regulations 
since 1942 consistently have stressed 
payment by the accrual basis taxpayer. 
See Regs. 111, § 29.23(p)-1; Regs. 


7 At least one witness at the time aptly 
described the law as having been “drafted 
in such a way that all corporations are put 
on a cash basis on the payment to trusts.” 
Statement of Richard D. Sturtevant in 
Senate Hearings before the Committee on 
Finance on the Revenue Act of 1942, 77th 
Cong., 2d Sess., 465 (1942). 
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118, § 39.23(p)-i(d); Regs. on In- 
come Tax (1954 Code), § 1.404(a)-1 
(c).8 With the statute re-enacted in 
the 1954 Code, this administrative 
construction may be said to have re- 
ceived congressional approval. See 
Lykes v. United States, 343 U.S. 118, 
127 (1952) [1952-1 C.B. 32]. 

We thus have, in the life and de- 
velopment of the statute, an unbroken 
pattern of emphasis on payment for 
the accrual basis taxpayer. Indeed, the 
taxpayer here concedes that more than 
mere accrual is necessary for the ac- 
crual basis taxpayer to be entitled to 
the deduction. Tr. of Oral Arg. 17. 
The taxpayer would find that require- 
ment satisfied by the issuance and de- 
livery of its promissory note. To that 
aspect of the case we now turn. 


III 


In the light of the language of the 
statute, its legislative history, and the 
taxpayer’s just-mentioned concession, 
the controversy before us obviously 
comes down to the question whether 
the taxpayer’s issuance and delivery 
of its promissory note to the trustees 
within the grace period, unaccom- 
panied, however, by discharge of the 
note within that period, made the ac- 
crued contribution one that was “paid” 
within the meaning of § 404(a). The 
obligation to make the contribution 
for the taxable year existed, and the 
liability was even formally recognized 


® Regs. § 1.404(a)-1(c) reads: 

“Deductions under section 404(a) are 
generally allowable only for the year in 
which the contribution or compensation is 
paid, regardless of the fact that the tax- 
payer may make his returns on the accrual 
method of accounting. Exceptions are 
made in the case of . . . and, as provided 
by section 404(a) (6), in the case of pay- 
ments made by a taxpayer on the accrual 
method of accounting not later than the 
time prescribed by law for filing the return 
for the taxable year of accrual (including 
extensions thereof). This latter provision is 
intended to permit a taxpayer on the ac- 
crual method to deduct such accrued con- 
tribution or compensation in the year of 
accrual, provided payment is actually made 
not later than the time prescribed by law 
for filing the return for the taxable year of 
accrual (including extensions thereof) 


by the taxpayer by the issuance and 
delivery of its note of acknowledged 
value. But was all this a contribution 
“paid” to the profit-sharing plan? 

Two decisions of this Court, al- 
though they concern cash basis tax- 
payers, are of helpful significance. The 
first is Eckert v. Burnet, 283 U.S. 140 
(1931) [X-1 C.B. 241]. There a tax- 
payer had endorsed notes issued by a 
corporation which later became in- 
solvent. The taxpayer and his partner 
took up the notes with the creditor 
by replacing them with their own joint 
note. The Court unanimously held 
that this did not entitle the cash basis 
taxpayer to a bad debt deduction for, 
as the Board of Tax Appeals observed, 
he had “ ‘merely exchanged his note 
under which he was primarily liable 
for the corporation’s notes under 
which he was secondarily liable, with- 
out any outlay of cash or property 
having a cash value.” Jd., at 141. 
The second decision is Helvering v. 
Price, 309 U. S. 409 (1940) [1940-1 
C.B. 134]. There the taxpayer argued 
that his giving a secured note to a 
bank in response to a guaranty gave 
rise to a deduction. The Court ob- 
served that the note “was not the 
equivalent of cash to entitle the tax- 
payer to the deduction,” and con- 
cluded that the fact the note was 
secured made no difference in the 
result. “(T]he collateral was not pay- 
ment. It was given to secure respond- 
ent’s promise to pay” and “did not 
transform the promise into the pay- 
ment required to constitute a deducti- 
ble loss in the taxable year.” Id., at 
413-414.° 


® Other courts have applied Eckert and 
Price to situations other than a claimed 
bad debt deduction. Cleaver. v. Commis- 
sioner, 158 F. 2d 342 (CA7 1946), cert. 
denied, 330 U. S. 849 (1947) (interest) ; 
Jenkins v. Bitgood, 101 F. 2d 17 (CA2), 
cert. denied, 307 U. S. 636 (1939) (loss) ; 
Baltimore Dairy Lunch, Inc. v. United 
States, 231 F. 2d 870, 875 (CA8 1956) 
(loss); Guren v. Commissioner, 66 T. C. 
118 (1976) (charitable contribution); 
Petty v. Commissioner, 40 T. C. 521, 524 
(1963) (Atkins, J., for seven judges, con- 
curring) (charitable contribution). 
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The reasoning is apparent: the note 
may never be paid, and if it is not 
paid, “the taxpayer has parted with 
nothing more than his promise to pay.” 
Hart v. Commissioner, 54 F. 2d 848, 
852 (CAI 1932). 

If, as was suggested, the language of 
§404(a) places all taxpayers on a 
cash basis with respect to payments to 
a qualified profit-sharing trust, the 
principle of Eckert and of Price clearly 
is controlling here. The petitioner 
argues, of course, that that principle 
is not applicable to the accrual basis 
taxpayer. We are not persuaded. The 
statutory terms “paid” and “pay- 
ment,” coupled with the grace period 
and the legislative history’s reference 
to “paid” and “actually paid,” demon- 
strate that, regardless of the method 
of accounting, all taxpayers must pay 
out cash or its equivalent by the end 
of the grace period in order to qualify 
for the § 404(a) deduction. 

This accords, also, with the appar- 
ent policy behind the statutory provi- 
sion, namely, that an objective outlay- 
of-assets test would insure the integrity 
of the employees’ plan *° and insure 
the full advantage of any contribution 
which entitles the employer to a tax 
benefit. 

Other arguments advanced by the 
taxpayer are also unconvincing: 

1. The taxpayer argues that be- 
cause its notes are acknowledged to 
have had value, it is entitled to a de- 
duction equal to that value. It is sug- 
gested that such a note would qualify 
as income to a seller-recipient. What- 
ever the situation might be with re- 
spect to the recipient, the note, for the 
maker, even though fully secured, is 
still only his promise to pay. It does 
not in itself constitute an outlay of 


A similar policy applies to deductions 
for charitable contributions under § 170(a) 
of the Code. These deductions, too, are 
limited to those the “payment of which is 
made within the taxable year,” even 
though the particular taxpayer is on the 
accrual basis. See H. R. Rep. No. 1860, 
75th Cong., 3d Sess., 19 (1938) [1939-1 
(Part 2) C.B. 728], referring to §§ 23(0) 
and (q) of the Revenue Act of 1938, 52 
Stat. 463, 464. 


cash or other property. A similar 
argument was made in Helvering v. 
Price, supra, and was not availing for 
the taxpayer there. See Brief for the 
Respondent, No. 559, O. T. 1939, pp. 
16-17. 

2. The taxpayer suggests that the 
transaction equates with a payment 
of cash to the trustees followed by a 
loan, evidenced by the note in return, 
in the amount of the cash advanced. 
But 


“(A] transaction is to be given its tax 
effect in accord with what actually oc- 
curred and not in accord with what 
might have occurred .. . . This Court 
has observed repeatedly that, while a 
taxpayer is free to organize his affairs 
as he chooses, nevertheless, once hav- 
ing done so, he must accept the tax 
consequences of his choice, . whether 
contemplated or not . . . and may not 
enjoy the benefit of some other route 
he might have chosen to follow but 
did not.” Commissioner v. National 
Alfalfa Dehydrating @ Milling Co., 
417 U. S. 134, 148-149 (1974) [1974- 
2 C.B. 48] 


See Central Tablet Mfg. Co. v. United 
States, 417 U. S. 673, 690 (1974) 
[1974-2 C.B. 109].1* What took place 
here is clear, and income tax conse- 
quences follow accordingly. We do 
not indulge in speculating how the 
transaction might have been recast 
with a different tax result. 

3. Taxpayer heavily relies on the 
fact that three Courts of Appeals— 
the only courts at that level to pass 
upon the issue until the present case 
came to the Seventh Circuit, see n. 4, 


“ By § 2003(a) of the Employee Retire- 
ment Income Security Act of 1974, Pub. 
L. 93-406, 88 Stat. 971 [1974-3 C.B. 1401. 
§ 4975 was added to the 1954 Code. It 
makes an employer’s issuance of its prom- 
issory note to a qualified profit-sharing 
plan a “prohibited transaction” subject to 
penalty. See §§ 4975(a), (b), and (c)(1) 
(B). See also H. R. Conf. Rep. No. 93- 
1280, 93d Cong., 2d Sess., 308 (1974) 
[1974-3 C.B. 415]. By this penalty imposi- 
tion, Congress has reaffirmed the actual 
payment requirement of § 404(a), and 
strengthened its enforceability. 
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supra—have resolved to issue ad- 
versely to the Commissioner. We can- 
not ignore those decisions or lightly 
pass them by. Indeed, petitioner-tax- 
payer has a stronger argument than 
the taxpayers in those cases because 
they concerned note transactions of 
somewhat lesser integrity, in the sense 
that the notes either bore a lower in- 
terest rate or no interest at all, or 
were less adequately secured. After 
careful review of those cases, however, 
we conclude that their analytical 
structure rests on two errors: 

(a) The three courts of appeals, in 
considering § 404(a), assumed, mis- 
takenly we feel, that the word “paid” 
in the statute has the same meaning 
it possesses in § 267(a).’? The latter 
section disallows deductions by an ac- 
crual basis taxpayer for certain items 
that are accrued but not yet paid to 


“Section 267 relates to items that would 
be deductible under §§ 162 or 212 and 
reads: 

(a) Deductions disallowed. 

“No deduction shall be allowed— 


* * * * * 


**(2) Unpaid expenses and interest. 

“In respect of expenses, otherwise de- 
ductible under sections 162 or 212, or of 
interest, otherwise deductible under section 
163, — 

“(A) If within the period consisting of 
the taxable year of the taxpayer and 2% 
months after the close thereof (i) such ex- 
penses or interest are not paid, and (ii) 
the amount thereof is not includible in the 
gross income of the person to whom the 
payment is to be made; and 

““(B) If, by reason of the method of ac- 
counting of the person to whom the pay- 
ment is to be made, the amount thereof is 
not, unless paid, includible in the gross 
income of such person for the taxable year 
in which or with which the taxable year of 
the taxpaver ends; and 

*(C) If, at the close of the taxable year 
of the taxpayer or at any time within 2%2 
months thereafter, both the taxpayer and 
the person to whom the payment is to be 
made are persons specified within any one 
of the paragraphs of subsection (b). 

“*(b) Relationships. 

“The persons referred to in subsection 
(a) are: 

# * * * * 

“(4) A grantor and a fiduciary of any 
| ee 

Section 404(a), on the other hand, con- 


cerns items specifically precluded as deduc- 
tions under §§ 162 and 212. 
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related cash basis payees. The analogy 
the courts of appeals drew between 
§ 404(a) and § 267(a) derives from 
two earlier cases, namely, Anthony P. 
Miller, Inc. v. Commissioner, 164 F. 
2d 268 (CA3 1947), cert. denied, 333 
U. S. 861 (1948), and Musselman 
Hub-Brake Co. v. Commissioner, 139 
F. 2d 65 (CA6 1943), where it was 
‘ruled that an accrual basis corporate 
taxpayer’s delivery of a demand note 
to one of its officers for salary or to its 
controlling shareholder for royalties 
and interest effected a payment of 
those items under § 24(c) of the 1939 
Code (the predecessor of § 267(a) of 
the 1954 Code) .** But this interpreta- 
tion of the term “paid” in § 267(a) 
necessarily resulted from the desirabil- 
ity of affording simultaneously con- 
sistent treatment to the deduction and 
to the income inclusion. The statute’s 
purpose was to prevent the tax avoid- 
ance that would result if an accrual 
basis corporation could claim a deduc- 
tion for an accrued item its related 
cash basis payee would not include in 
income until it was paid, if ever. See 
H. R. Rep. No. 1546, 75th Cong., Ist 
Sess., 29 (1937) [1939-1 (Part 2) C.B. 
704]; S. Rep. No. 1242, 75th Cong., 
Ist Sess., 31 (1937) [1939-1 (Part 2) 
C.B. 703]. Because the recipient of the 
note was required to include its value 
in income at the time of receipt, dis- 
allowance of the deduction to the 
maker corporation sympathetically was 
deemed to serve the underlying policy 
of § 24(c) of the 1939 Code. Mussel- 
man, 139 F, 2d., at 68; Logan Engi- 
neering Co. v. Commissioner, 12 T. C. 
860, 868 (1949). The term “paid” in 
the statute was thus used merely, and 
only insofar as, to insure that transac- 
tions between related entities received 
consistent tax treatment. This situa- 
tion has no counterpart under § 404 
(a), for the qualified plan is exempt 

* Celina Mfg. Co. v. Commissioner, 142 
F. 2d 449 (CA6 1944); Commissioner v. 
Mundet Cork Corp., 173 F. 2d 757 (CA2 
1949); Akron Welding & Spring Co. v. 
Commissioner, 10 T. C. 715 (1968), are 


to the same effect. See Rev. Rule 55-608, 
1955-2 Cum. Bul. 546, 548. 
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from tax. A policy consideration that 
might call for equivalence on both 
sides of the income tax ledger plainly 
is not present. And one is not brought 
into being by the fact that the trustees 
must disclose the note in the informa- 
tion report required to be filed by 
§ 6047(a) of the Code. 

(b) The three courts of appeals 
seemed to equate a promissory note 
with a check. The line between the 
two may be thin at times, but it is 
distinct. The promissory note, even 
when payable on demand and fully 
secured, is still, as its name implies, 
only a promise to pay, and does not 
represent the paying out or reduction 
of assets. A check, on the other hand, 
is a direction to the bank for immedi- 
ate payment, is a medium of exchange, 
and has come to be treated for federal 
tax purposes as a conditional payment 
of cash. Estate of Spiegel v. Commis- 
stoner, 12 T. C. 525 (1949); Rev. 
Rule 54-465, 1954-2 Cum. Bul. 93. 
The factual difference is illustrated 
and revealed by taxpayer’s own pay- 
ment of each promissory note with a 
check within a year after issuance. 

We therefore find ourselves in dis- 
agreement with the result reached by 
the Third, Ninth, and Tenth Circuits 
in their respective cases hereinabove 
cited. We agree, instead, with the 
Tax Court in its uniform line of deci- 
sions and with the Seventh Circuit in 
the present case. The judgment of the 
Court of Appeals is affirmed. 


It is so ordered. 


26 CFR 1.404(a)-7: Pension and annuity 
plans; contributions in excess of limitations 
under section 404(a)(1); application of 
section 404(a)(1)(D). 


Whether a carryover within the mean- 
ing of section 404(a)(1)(D) of the Code 
can be considered an amount contributed 
by the employer in the carryover year for 


purposes of section 412(b)(3)(A). See — 


Rev. Rul. 77-151, page 121. 
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T.D. 7443 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BEGIN- 
NING AFTER DECEMBER 31, 
1953 


Disclosure statements regarding in- 
dividual retirement accounts, individ- 
ual retirement annuities and endow- 
ment contracts. 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the In- 
ternal Revenue Service and Others 
Concerned: 


Preamble 


By a notice of proposed rulemaking 
appearing in the Federal Register on 
April 6, 1976 (41 F.R. 14522) , amend- 
ments to the Income Tax Regulations 
(26 CFR Part 1) were proposed in 
order to provide rules for the issuance 
of disclosure statements to any individ- 
ual for whom an individual retirement 
account, an individual retirement an- 
nuity, or an endowment contract de- 
scribed in section 408(b) of the In- 
ternal Revenue Code of 1954 is, or is 
to be, established or purchased. A pub- 
lic hearing was held on August 12, 
1976. 

This document sets forth the rules 
as adopted by the Internal Revenue 
Service and the Treasury Department. 
Aside from certain technical changes, 
the changes in the notice of proposed 
rulemaking are summarized below. 

Proposed § 1.408-1(d) (4) (ii) is 
changed to provide that a disclosure 
statement must be furnished to the 
benefited individual no later than 
seven days preceding the date on 
which the account, annuity, or endow- 
ment contract is established or, if ear- 
lier, purchased on his behalf. How- 
ever, a disclosure statement may be 
furnished not later than the earlier of 
the date of establishment or purchase 
if the benefited individual is able to 
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revoke the account, annuity or con- 
tract within at least seven days after 
such establisnment or purchase date. 
In addition, rules are provided as to 
the requirements necessary for an in- 
dividual to be treated as having the 
ability to revoke the account, annuity 
or contract. 

Further, proposed § 1.408-1(d) (4) 
(ii) is changed to require subsequent 
disclosure to the benefited individual 
only in the case of a material adverse 
change in any previously supplied in- 
formation, or a material change in the 
governing instrument used in estab- 
lishing the account, annuity or con- 
tract, during a specified period. 

The financial information provisions 
of the proposed regulations have been 
modified by substituting the assump- 
tion of a $1,000 contribution to the ac- 
count, annuity, or endowment contract 
for the assumption of a one dollar con- 
tribution. 


These regulations do not reflect the 
amendments made by section 1501 of 
the Tax Reform Act of 1976 (90 Stat. 
1734) relating to retirement savings 
for certain married individuals. The 
Internal Revenue Service anticipates 
issuing in the near future guidelines 
relating to the effect of such section 
1501 on a disclosure statement de- 
scribed in these regulations. 


Adoption of amendments 

to the regulations 

On April 6, 1976, a notice of pro- 
posed rulemaking was published in the 
Federal Register (41 F.R. 14522) to 
provide rules for the issuance of dis- 
closure statements to any individual 
for whom an individual retirement ac- 
count, an individual retirement annu- 
ity, or an endowment contract de- 
scribed in section 408(b) of the Inter- 
nal Revenue Code of 1954 is, or is to 
be, established or purchased. On Au- 
gust 12, 1976, a public hearing was 
held with respect to the notice of pro- 
posed rulemaking. After careful con- 
sideration of all such relevant matters 
as were presented by interested per- 
sons, certain revisions to the proposed 


rules have been made. Section 1.408- 
1(d) (4) of these regulations super- 
sedes § 11.408(i)-1 of the Temporary 
Income Tax Regulations under the 
Employee Retirement Income Security 
Act of 1974 (26 CFR Part 11). Sec- 
tion 1.408-1(d) (4), revised as set 
forth below, is hereby adopted. 


§ 1.408-1 General rules. 


* * * * * 


(d) Reports. * * * 


(4) Disclosure statements. (i) 
Under the authority contained in sec- 
tion 408(i), a disclosure statement 
shall be furnished in accordance with 
the provisions of this subparagraph by 
the trustee of an individual retirement 
account described in section 408(a) 
or the issuer of an individual retire- 
ment annuity described in section 
408(b) or of an endowment contract 
described in section 408(b) to the in- 
dividual (hereinafter referred to as the 
“benefited individual’) for whom 
such an account, annuity, or contract 
is, or is to be, established. 


(ii) (A) (1) The trustee or issuer 
shall furnish, or cause to be furnished, 
to the benefited individual, a disclo- 
sure statement satisfying the require- 
ments of subdivisions (iii) through 
(viii) of this subparagraph, as appli- 
cable, and a copy of the governing in- 
strument to be used in establishing the 
account, annuity, or endowment con- 
tract. The copy of such governing in- 
strument need not be filled in with fi- 
nancial and other data pertaining to 
the benefited individual; however, 
such copy must be complete in all 
other respects. The disclosure state- 
ment and copy of the governing in- 
strument must be received by the bene- 
fited individual at least seven days 
preceding the earlier of the date of 
establishment or purchase of the ac- 
count, annuity, or endowment con- 
tract. A disclosure statement or copy 
of the governing instrument required 
by this subparagraph may be received 
by the benefited individual less than 
seven days preceding, but no later 
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than, the earlier of the date of estab- 
lishment or purchase, if the benefited 
individual is permitted to revoke the 
account, annuity, or endowment con- 
tract pursuant to a procedure which 
satisfies the requirements of subdivi- 
sion (ii) (A) (2) of this subparagraph. 
(2) A procedure for revocation sat- 
isfies the requirements of this subdivi- 
sion (ii) (A)(2) of this subparagraph 
if the benefited individual is permitted 
to revoke the account, annuity, or en- 
dowment contract by mailing or de- 
livering, at his option, a notice of rev- 
ocation on or before a day not less 
than seven days after the earlier of the 
date of establishment or purchase and, 
upon revocation, is entitled to a return 
of the entire amount of the considera- 
tion paid by him for the account, an- 
nuity, or endowment contract without 
adjustment for such items as sales 
commissions, administrative expenses 
or fluctuation in market value. The 
procedure may require that the notice 
be in writing or that it be oral, or it 
may require both a written and an 
oral notice. If an oral notice is re- 
quired or permitted, the procedure 
must permit it to be delivered by tele- 
phone call during normal business 
hours. If a written notice is required 
or permitted, the procedure must pro- 
vide that, if mailed, it shall be deemed 
mailed on the date of the postmark 
(or if sent by certified or registered 
mail, the date of certification or regis- 
tration) if it is deposited in the mail 
in the United States in an envelope, or 
other appropriate wrapper, first class 
postage prepaid, properly addressed. 
(B) If after a disclosure statement 
has been furnished, or caused to be 
furnished, to the benefited individual 
pursuant to paragraph (d) (4) (ii) (A) 
of this section and— 
(1) On or before the earlier of the 
date of establishment or purchase, or 
(2) On or before the last day on 
which the benefited individual is per- 
mitted to revoke the account, annuity, 
or endowment contract (if the bene- 
fited individual has a right to revoke 
the account, annuity, or endowment 
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contract pursuant to the rules of sub- 
division (ii)(A) of this subpara- 
graph), 


there becomes effective a material ad- 
verse change in the information set 
forth in such disclosure statement or a 
material change in the governing in- 
strument to be used in establishing the 
“account, annuity, or contract, the 
trustee or issuer shall furnish, or cause 
to be furnished, to the benefited indi- 
vidual such amendments to any previ- 
ously furnished disclosure statement or 
governing instrument as may be neces- 
sary to adequately inform the bene- 
fited individual of such change. The 
trustee or issuer shall be treated as sat- 
isfying this subdivision (ii) (B) of this 
subparagraph only if material required 
to be furtished by this subdivision is 
received by the benefited individual at 
least seven days preceding the earlier 
of the date of establishment or pur- 
chase of the account, annuity, or en- 
dowment contract or if the benefited 
individual is permitted to revoke the 
account, annuity, or endowment con- 
tract on or before a date not less than 
seven days after the date on which 
such material is received, pursuant to 
a procedure for revocation otherwise 
satisfying the provisions of subdivision 
(11) (A) (2) of this subparagraph. 

(C) If the governing instrument is 
amended after the account, annuity, 
or endowment contract is no longer 
subject to revocation pursuant to sub- 
division (ii)(A) or (B) of this sub- 
paragraph, the trustee or issuer shall, 
not later than the 30th day after the 
later of the date on which the amend- 
ment is adopted or becomes effective, 
deliver or mail to the last known 
address of the benefited individual a 
copy of such amendment and, if such 
amendment affects a matter described 
in subdivisions (iii) through (viii) of 
this subparagraph, a disclosure state- 
ment with respect to such matter 
meeting the requirements of subdivi- 
sion (iv) of this subparagraph. 

(D) For purposes of subdivision 
(ii) (A) and (B) of this subparagraph, 
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if a disclosure statement, governing in- 
strument, or an amendment to either, 
is mailed to the benefited individual, 
it shall be deemed (in the absence of 
evidence to the contrary) to be re- 
ceived by the benefited individual 
seven days after the date of mailing. 

(E) In the case of a trust described 
in section 408(c) (relating to certain 
retirement savings arrangements for 
employees or members of associations 
of employees), the following special 
rules shall be applied: 

(1) For purposes of this subpara- 
graph, references to the benefited in- 
dividual’s account, annuity, or endow- 
ment contract shall refer to the bene- 
fited individual’s interest in such trust, 
and 

(2) The provisions of subdivision 
(ii) of this subparagraph shall be ap- 
plied by substituting “the date on 
which the benefited individual’s inter- 
est in such trust commences” for “the 
earlier of the date of establishment or 
purchase” wherever it appears therein. 


Thus, for example, if an employer es- 
tablishes a trust described in section 
408(c) for the benefit of employees, 
and the trustee furnishes an employee 
with a disclosure statement and a copy 
of the governing instrument (as re- 
quired by this subparagraph) on the 
date such employee’s interest in the 
trust commences, such. employee must 
be given a right to revoke such inter- 
est within a period of at least seven 
days. If any contribution has been 
made within such period (whether by 
the employee or by the employer) , the 
full amount of such contribution must 
be paid to such employee pursuant to 
subdivision (ii) (A) (2) of this subpar- 
agraph. 

(iii) The disclosure statement re- 
quired by this subparagraph shall set 
forth in nontechnical language the fol- 
lowing matters as such matters relate 
to the account, annuity, or endowment 
contract (as the case may be) : 

(A) Concise explanations of—(/) 
The statutory requirements prescribed 
in section 408(a) (relating to an indi- 





vidual retirement account) or section 
408 (b) (relating to an individual re- 
tirement annuity and an endowment 
contract), and any additional require- 
ments (whether or not required by 
law) that pertain to the particular re- 
tirement savings arrangement. 

(2) The income tax consequences 
of establishing an account, annuity, or 
endowment contract (as the case may 
be) which meets the requirements of 
section 408(a) (relating to an individ- 
ual retirement account) or section 
408(b) (relating to an individual re- 
tirement annuity and an endowment 
contract), including the deductibility 
of contributions to, the tax treatment 
of distributions (other than premature 
distributions) from, the availability of 
income tax free rollovers to and from, 
and the tax status of such account, an- 
nuity, or endowment contract. 


(3) The limitations and restrictions 
on the deduction for retirement sav- 
ings under section 219, including the 
ineligibility of certain individuals who 
are active participants in a plan de- 
scribed in section 219(b) (2) (A) or 
for whom amounts are contributed 
under a contract described in section 
219(b)(2)(B) to make deductible 
contributions to an account or for an 
annuity or endowment contract. 


(4) The circumstances under which 
the benefited individual may revoke 
the account, annuity, or endowment 
contract, and the procedure therefor 
(including the name, address, and 
telephone number of the person desig- 
nated to receive notice of such revoca- 
tion) . Such explanation shall be prom- 
inently displayed at the beginning of 
the disclosure statement. 

(B) Statements to the effect that— 

(1) If the benefited individual or 
his beneficiary engages in a prohibited 
transaction described in section 4975 
(c) with respect to an individual re- 
tirement account, the account will 
lose its exemption from tax by reason 
of section 408(e)(2)(A), and the 
benefited individual must include in 
gross income, for the taxable year 
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during which the benefited individual 
or his beneficiary engages in the pro- 
hibited transaction, the fair market 
value of the account. 

(2) If the owner of an individual 
retirement annuity or endowment con- 
tract described in section 408(b) bor- 
rows any money under, or by use of, 
such annuity or endowment contract, 
then, under section 408(e) (3), such 
annuity or endowment contract loses 
its section 408(b) classification, and 
the owner must include in gross in- 
come, for the taxable year during 
which the owner borrows any money 
under, or by use of, such annuity or 
endowment contract, the fair market 
value of the annuity or endowment 
contract. 

(3) If a benefited individual uses 
all or any portion of an individual re- 
tirement account as security for a loan, 
then, under section 408(e) (4), the 
portion so used is treated as distrib- 
uted to such individual and the bene- 
fited individual must include such dis- 
tribution in gross income for the tax- 
able year during which he so uses such 
account. 

(4) An additional tax of 10 per- 
cent is imposed by section 408(f) on 
distributions (including amounts 
deemed distributed as the result of a 
prohibited loan or use as security for 
a loan) made before the benefited 
individual has attained age 5912, un- 
less such distribution is made on ac- 
count of death or disability, or unless 
a rollover contribution is made with 
such distribution. 

(5) Section 2039(e) (relating to 
exemption from estate tax of annui- 
ties under certain trusts and plans) 
and 2517 (relating to exemption from 
gift tax of specified transfers of cer- 
tain annuities under qualified plans) 
apply (including the manner in which 
such sections apply) to the account, 
annuity, or endowment contract. 

(6) Section 402(a)(2) and (e) 
(relating to tax on lump sum distribu- 
tions) is not applicable to distributions 
from an account, annuity, or endow- 
ment contract. 


(7) A minimum distribution is re- 
quired under section 408(a) (6) or 
(7) and 408(b) (3) or (4) (including 
a brief explanation of the amount of 
minimum distribution) and that if 
the amount distributed from an ac- 
count, annuity, or endowment con- 
tract during the taxable year of the 
payee is less than the minimum re- 
quired during such year, an excise 
tax, which shall be paid by the payee, 
is imposed under section 4974, in an 
amount equal to 50 percent of the 
excess of the minimum required to be 
distributed over the amount actually 
distributed during the year. 


(8) An excise tax is imposed under 
section 4973 on excess contributions 
(including a brief explanation of an 
excess contribution). 

(9) The benefited individual must 
file Form 5329 (Return for Individual 
Retirement Savings Arrangement) 
with the Internal Revenue Service for 
each taxable year during which the 
account, annuity, or endowment con- 
tract is maintained. 


(10) The account or contract has 
or has not (as the case may be) been 
approved as to form for use as an 
account, annuity, or endowment con- 
tract by the Internal Revenue Serv- 
ice. For purposes of this subdivision, 
if a favorable opinion or determina- 
tion letter with respect to the form of 
a prototype trust, custodial account, 
annuity, or endowment contract has 
been issued by the Internal Revenue 
Service, or the instrument which 
establishes an individual retirement 
trust account or an individual retire- 
ment custodial account utilizes the 
precise language of a form currently 
provided by the Internal Revenue 
Service (including any additional 
language permitted by such form), 
such account or contract may be 
treated as approved as tc form. 


(11) The Internal Revenue Serv- 
ice approval is a determination only 
as to the form of the account, an- 
nuity, or endowment contract, and 
does not represent a determination of 
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the merits of such account, annuity, 
or endowment contract. 

(12) The proceeds from the ac- 
count, annuity or endowment con- 
tract may be used by the benefited 
individual as a rollover contribution 
to another account or annuity or re- 
tirement bond in accordance with the 
provisions of section 408(d) (3). 

(13) In the case of an endowment 
contract described in section 408(b), 
no deduction is allowed under section 
219 for that portion of the amounts 
paid under the contract for the tax- 
able year properly allocable to the cost 
of life insurance. 

(14) If applicable, in the event 
that the benefited individual revokes 
the account, annuity, or endowment 
contract, pursuant to the procedure 
described in the disclosure statement 
(see subdivision (A) (4) of this sub- 
division (iii) ) , the benefited individual 
is entitled to a return of the entire 
amount of the consideration paid by 
him for the account, annuity, or en- 
dowment contract without adjustment 
for such items as sales commissions, 
administrative expenses or fluctuation 
in market value. 

(15) Further information can be 
obtained from any district office of the 
Internal Revenue Service. 


To the extent that information on the 
matters described in subdivisions (iii) 
(A) and (B) of this subparagraph is 
provided in a publication of the In- 
ternal Revenue Service relating to 
individual retirement savings arrange- 
ments, such publication may be furn- 
ished by the trustee or issuer in lieu of 
providing information relating to such 
matters in a disclosure statement. 

(C) The financial disclosure re- 
quired by paragraph (d) (4) (v), (vi), 
and (vii) of this section. 

(iv) In the case of an amendment 
to the terms of an account annuity, 
or endowment contract described in 
paragraph (d) (4) (i) of this section, 
the disclosure statement required by 
this subparagraph need not repeat 
material contained in the statement 
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furnished pursuant to paragraph (d) 
(4) (iii) of this section, but it must 
set forth in nontechnical language 
those matters described in paragraph 
(d) (4) (iii) of this section which are 
affected by such amendment. 

(v) With respect to an account, 
annuity, or endowment contract de- 
scribed in paragraph (d) (4) (i) of 
this section (other than an account or 
annuity which is to receive only a roll- 
over contribution described in para- 
graph (d) (4) (vi) of this section and 
to which no deductible contributions 
will be made) the disclosure state- 
ment must set forth in cases where 
either an amount is guaranteed over 
a period of time (such as in the case 
of a non-participating endowment or 
annuity contract), or a projection of 
growth of the value of the account, 
annuity, or endowment contract can 
reasonably be made (such as in the 
case of a participating endowment or 
annuity contract (other than a vari- 
able annuity) or passbook savings ac- 
count), the following: 

(A) To the extent that an amount 
is guaranteed, 

(1) The amount, determined with- 
out regard to any portion of a con- 
tribution which is not deductible, 
that would be guaranteed to be avail- 
able to the benefited individual if (7) 
level annual contributions in the 
amount of $1,000 were to be made on 
the first day of each year, and (i) the 
benefited individual were to withdraw 
in a single sum the entire amount of 
such account, annuity, or endowment 
contract at the end of each of the first 
five years during which contributions 
are to be made, at the end of the year 
in which the benefited individual at- 
tains the ages of 60, 65, and 70, and 
at the end of any other year during 
which the increase of the guaranteed 
available amount is less than the in- 
crease of the guaranteed available 
amount during any preceding year for 
any reason other than decrease or 
cessation of contributions and 

(2) A statement that the amount 
described in subdivision (v) (A) (1) of 
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this subparagraph is guaranteed, and 
the period for which guaranteed ; 

(B) To the extent a projection of 
growth of the value of the account, 
annuity, or endowment contract can 
reasonably be made but the amounts 
are not guaranteed, 

(1) The amount, determined with- 
out regard to any portion of a con- 
tribution which is not deductible, and 
upon the basis of an earnings rate no 
greater than, and terms no different 
from, those currently in effect, that 
would be available to the benefited 
individual if (7) level annual contribu- 
tions in the amount of $1,000 were 
to be made on the first day of each 
year, and (72) the benefited individual 
were to withdraw in a single sum the 
entire amount of such account, an- 
nuity, or endowment contract at the 
end of each of the first five years dur- 
ing which contributions are to be 
made, at the end of each of the years 
in which the benefited individual at- 
tains the ages of 60, 65, and 70, and 
at the end of any other year during 
which the increase of the available 
amount is less than the increase of the 
available amount during any preced- 
ing year for any reason other than 
decrease or cessation of contributions, 
and 

(2) A statement that the amount 
described in paragraph (d) (4) (v) 
(B) (1) of this section is a projection 
and is not guaranteed and a statement 
of the earnings rate and terms on the 
basis of which the projection is made; 

(C) The portion of each $1,000 
contribution attributable to the cost 
of life insurance, which would not be 
deductible, for such year during which 
contributions are to be made; and 

(D) The sales commission (includ- 
ing any commission attributable to the 
sale of life insurance), if any, to be 
charged in each year, expressed as a 
percentage of gross annual contribu- 
tions (including any portion attributa- 
ble to the cost of life insurance) to be 
made for each year. 

(vi) With respect to an account or 
annuity described in paragraph (d) 


(4) (i) of this section to which a roll- 
over contribution described in section 
402(a) (5) (A), 403(a) (4) (A), 408 
(d) (3) (A) or 409(b) (3) (C) will be 
made, the disclosure statement must 
set forth, in cases where an amount is 
guaranteed over a period of time (such 
as in the case of a non-participating 
annuity contract), or a projection of 
growth of the value of the account or 
annuity can reasonably be made (such 
as in the case of a participating annu- 
ity contract (other than a variable an- 
nuity) or a passbook savings ac- 
count), the following: 

(A) To the extent guaranteed, 

(1) The amount that would be 
guaranteed to be available to the 
benefited individual if (7) such a roll- 
over contribution in the amount of 
$1,000 were to be made on the first 
day of the year, (12) no other con- 
tribution were to be made, and (iit) 
the benefited individual were to with- 
draw in a single sum the entire amount 
of such account or annuity at the end 
of each of the first five years after the 
contribution is made, at the end of 
the year in which the benefited indi- 
vidual attains the ages of 60, 65, and 
70, and at the end of any other year 
during which the increase of the guar- 
anteed available amount is less than 
the increase of the guaranteed avail- 
able amount during any preceding 
year, and 

(2) A statement that the amount 
described in paragraph (d) (vi) (A) 
(1) of this section is guaranteed; 

(B) To the extent that a projec- 
tion of growth of the value of the ac- 
count or annuity can reasonably be 
made but the amounts are not guar- 
anteed, 

(1) The amount, determined upon 
the basis of an earnings rate no greater 
than, and terms no different from, 
those currently in effect, that would 
be available to the benefited individual 
if (7) such a rollover contribution in 
the amount of $1,000 were to be made 
on the first day of the year, (7) no 
other contribution were to be made, 
and (iti) the benefited individual were 





t 


m™~ A 0 et we ee OO OS OUR OOF 





to withdraw in a single sum the en- 
tire amount of such account or an- 
nuity at the end of each of the first 
five years after the contribution is 
made, at the end of each of the years 
in which the benefited individual at- 
tains the ages 60, 65, and 70, and at 
the end of any other year during 
which the increase of the available 
amount is less than the increase of the 
available amount during any pre- 
ceding year, and 

(2) A statement that the amount 
described in paragraph (d) (4) (vi) 
(B) (1) of this section is a projection 
and is not guaranteed and a state- 
ment of the earnings rate and terms 
on the basis of which the projection 
is made; and 

(C) The sales commission, if any, 
to be charged in each year, expressed 
as a percentage of the assumed $1,000 
contribution. 

(vii) With respect to an account, 
annuity, or endowment contract de- 
scribed in paragraph (d) (4) (i) of this 
section, in all cases not subject to 
paragraph (d)(4)(v) or (vi) of this 
section (such as in the case of a mu- 
tual fund or variable annuity) , the dis- 
closure statement must set forth in- 
formation described in subdivisions 
(A) through (C) of this subdivision 
(iii) based (as applicable with respect 
to the type or types of contributions 
to be received by the account, annuity, 
or endowment contract) upon the as- 
sumption of (1) level annual contribu- 
tions of $1,000 on the first day of each 
year, (2) a rollover contribution of 
$1,000 on the first day of the year and 
no other contributions, or (3) a roll- 
over contribution of $1,000 on the first 
day of the year plus level annual con- 
tributions of $1,000 on the first day 
of each year. 

(A) A description (in nontechnical 
language) with respect to the bene- 
fited individual’s interest in the ac- 
count, annuity, or endowment con- 
tract, of: 

(1) Each type of charge, and the 
amount thereof, which may be made 
against a contribution, 


(2) The method for computing 
and allocating annual earnings, and 

(3) Each charge (other than those 
described in complying with para- 
graph (d) (4) (vii) (A) (7) of this sec- 
tion) which may be applied to such 
interest in determining the net 
amount of money available to the 
benefited individual and the method 
of computing each such charge; 

(B) A statement that growth in 
value of the account, annuity, or en- 
dowment contract is neither guaran- 
teed nor projected; and 

(C) The portion of each $1,000 
contribution attributable to the cost 
of life insurance, which would not be 
deductible, for every year during 
which contributions are to be made. 

(viii) A disclosure statement, or an 
amendment thereto, furnished pur- 
suant to the provisions of this sub- 
paragraph may contain information 
in addition to that required by para- 
graph (d) (4) (iii) through (vii) of 
this section. However, such disclosure 
statement will not be considered to 
comply with the provisions of this 
subparagraph if the substance of such 
additional material or the form in 
which it is presented causes such dis- 
closure statement to be false or mis- 
leading with respect to the informa- 
tion required to be disclosed by this 
paragraph. 

(ix) The provisions of section 
6693, relating to failure to provide re- 
ports on individual retirement ac- 
counts or annuities, shall apply to 
any trustee or issuer who fails to 
furnish, or cause to be furnished, a 
disclosure statement, a copy of the 
governing instrument, or an amend- 
ment to either, as required by this 
paragraph. 

(x) Section 1.408-1(d) (4) shall be 
effective for disclosure statements and 
copies of governing instruments 
mailed, or delivered without mailing, 
after December 31, 1976. 

(xi) Section 1.408-1(d) (4) does 
not reflect the amendments made by 
section 1501 of the Tax Reform Act 
of 1976 (90 Stat. 1734) relating to 
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retirement savings for certain married 
individuals. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 408(i) and 7805 of the Internal 
Revenue Code of 1954 (88 Stat. 964 
and 68A Stat. 9175 26 U.S.C. 408 
(i) and 7805).) 


Dona.tp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved November 30, 1976. 


Cuartes M. WALKER, 
Assistant Secretary 
for Tax Policy. 
(Filed by the Office of the Federal Reg- 
ister on December 2, 1976, 9:41 a.m., 
and published in the issue of the Federal 


Register for December 6, 1976, 41 F.R. 
53321) 


26 CFR 1.408-1: General rules. 
T.D. 7462 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER 1, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX: TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Disclosure statements regarding in- 
dividual retirement accounts, individ- 
ual retirement annuities and endow- 
ment contracts 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the In- 
ternal Revenue Service and Others 
Concerned: 


Preamble 


This document adopts an amend- 
ment to the Income Tax Regulations 
(26 CFR Part 1) under section 408 (i) 
of the Internal Revenue Code of 1954, 
relating to disclosure statements re- 
garding individual retirement ac- 
counts, individual retirement annuities 
and certain endowment contracts, to 
postpone the effective date of such 
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regulations from January |, 1977 to 
February 15, 1977. 


Adoption of amendment to the regu- 
lations 


In order to postpone the effective 
date of income tax regulations under 
section 408(i) of the Internal Reve- 
nue Code of 1954, § 1.408-1(d) (4) 
(x) of the Income Tax Regulations 
(26 CFR Part 1) is amended by strik- 
ing out “December 31, 1976” and 
inserting in lieu thereof “February 14, 
1977”. 

Because this Treasury decision 
merely postpones the effective date of 
a rule, and because of the need for 
immediate guidance with respect to 
such postponement, it is found unnec- 
essary and impracticable to issue this 
Treasury decision with notice and 
public procedure thereon under sub- 
section (b) of section 553 of Title 5 
of the United States Code or subject 
to the effective date limitation of sub- 
section (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 408(i) and 7805 of the Internal 
Revenue Code of 1954 (88 Stat. 964 
and 68A Stat. 917; 26 U.S.C. 408(i) 
and 7805) .) 


Donap C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 13, 1977. 


CuHartes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 19, 1977, 8:45 am., and 
published in the issue of the Federal 
Register for January 21, 1977, 42 F.R. 
3839) 





Subpart B.—Special Rules 





Section 412.—Minimum Funding 
Standards 


Charges and credits to funding 
standard account for changes in 
benefits effective after valuation 
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date. A change in the benefit struc- 
ture of a qualified pension plan that 
becomes effective in a plan year 
subsequent to the plan year for 
which charges and credits to the 
funding standard account are being 
computed shall not be considered 
in the computation. 


Rev. Rul. 77-2 


SECTION 1. PURPOSE. 


The purpose of this Revenue Ruling 
is to provide guidelines for determin- 
ing the charges and credits to be made 
to the funding standard account to re- 
flect changes in benefits that become 
effective after the valuation date. 


Sec. 2. GENERAL RULE. 


01 In the case of a change in the 
benefit structure that becomes effec- 
tive during a plan year subsequent to 
a given plan year for which the 
charges and credits to the funding 
standard account are being computed, 
such change in benefit shall not be 
considered in determining the charges 
or credits to the funding standard ac- 
count for such given plan year. 


02 In the case of a change in the 
benefit structure that becomes effec- 
tive as of a date during a plan year 
(but subsequent to the first day in such 
plan year), the charges and credits to 
the funding standard account (1) 
shall not reflect the change in such 
benefit structure for the portion of 
such plan year prior to the effective 
date of such change, and (2) shall 
reflect the change in such benefit 
structure for the portion of the plan 
year subsequent to the effective date 
of the change. 

.03 For purposes of this section, 
the effective date of the change in 
benefit structure shall not be later than 
(1) in the case of a collectively-bar- 
gained plan described in section 413 
(a) of the Internal Revenue Code of 
1954, and which includes more than 
one collectively-bargained unit, the 
date such change with respect to bene- 
fits of participants included within any 


unit becomes effective with respect to 
any individual who is or could be both 
a participant in the plan and in such 
bargaining unit, and (2) in the case of 
any other plan, the date such change 
becomes effective with respect to any 
individual who is or could be a partici- 
pant in the plan. 


Sec. 3. CHances Not Apoptrep As 
OF THE VALUATION DATE. 


In the case of a change in benefit 
structure that becomes effective in a 
plan year and that is not adopted on 
or before the valuation date in such 
plan year, in lieu of using the rule 
described in section 2.02 such change 
in benefit structure may not be con- 
sidered in determining the charges and 
the credits to the funding standard 
account for such plan year. Which- 
ever method is adopted may not be 
changed for such year once the an- 
nual return described in section 6058 


of the Code is filed. 


Sec. 4. EXxamPLes. 

The guidelines provided in this 
revenue ruling may be illustrated by 
the following examples: 

Example 1. An employer adopts 
an amendment on the first day of year 
1 that provides benefit structures by, 
b., and b; which become effective on 
the first day of years 1, 2, and 3, 
respectively. In computing the charges 
and the credits to the funding stand- 
ard account for years 1, 2, and 3, 
benefit structures b,, bs, and b; would 
be reflected in the respective plan years 
during which they become effective. 

Example 2. A_ collectively-bar- 
gained plan provides for a single bene- 
fit structure for years 1, 2, and 3 
under an arrangement in which the 
employer contributions to fund such 
structure are increased in each of three 
years. The charges and the credits to 
the funding standard account must be 
computed on the basis of such single 
benefit structure using a funding 
method not designed to reflect such 
negotiated phase-in of contribution 
increases. If the contributions in year 
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1 (determined without regard to the 
contributions negotiated for years 2 
and 3) are insufficient to prevent an 
accumulated funding deficiency, the 
minimum funding requirements are 
not satisfied. 


26 CFR 11.412(c)-12: Extension of time 
to make contributions to satisfy require- 
ments of section 412. 

(Also Section 404.) 

Contributions; minimum fund- 
ing; credit for contribution for prior 
tax year. Contributions made by a 
calendar year employer within the 
time provided by section 404(a)(6) 
of the Code after the end of 1975 
to a qualified calendar year plan, 
in existence on January 1, 1974, 
and deducted by the employer for 
the 1975 tax year may be consid- 
ered contributions for purposes of 
satisfying the minimum funding 
standards under section 412 
(b)(3)(A) for the 1976 plan year. 


Rev. Rul. 77-82 


Advice has been requested as to 
whether an employer who is a calen- 
dar year taxpayer may contribute, to 
a calendar year plan in existence on 
January 1, 1974, an amount that will, 
pursuant to section 404(a) (6) of the 
Internal Revenue Code of 1954, be 
considered deductible for the employ- 
er’s 1975 taxable year and that will be 
considered a contribution under sec- 
tion 412(b) (3) (A) for the 1976 plan 
year. 

Section 404(a) (6) of the Code pro- 
vides that contributions made sub- 
sequent to the last day of an employ- 
er’s taxable year on account of such 
taxable year may, for purposes of 
paragraphs 1, 2, and 3 of section 
404(a), be deemed to have been made 
on the last day of such taxable year 
if such contribution is made before 
the time for filing the return (includ- 
ing extensions) for such taxable year. 

Section 412(b) (3) (A) of the Code 
states that the funding standard ac- 
count shall be credited with “the 


amount considered contributed by the 
employer to or under the plan for the 
plan year.” For plans in existence on 
January 1, 1974, section 412 generally 
applies only to plan years beginning 
after December 31, 1975. 

Section 412(c)(10) of the Code 
provides that for purposes of section 
412, contributions made 21% months 
after the last day of a plan year shall 
be deemed to have been made on the 
last day of such plan year. Section 412 
(c)(10) also provides that the 21% 
month period may, under regulations, 
be extended an additional six months. 


Section 11.412(c)-12(b) (2) of the 
Temporary Income Tax Regulations 
states that the rules relating to the 
time a contribution to a plan is 
deemed made for purposes of the 
minimum funding standard under 
section 412 of the Code are inde- 
pendent from the rules relating to the 
time a contribution to a plan is 
deemed made for purposes of claiming 
a deduction under section 404(a) (6) 
of the Code. 


Thus, it is possible for the same 
contribution both to be deductible 
under section 404 of the Code for the 
1975 employer’s taxable year and also 
to be credited for minimum funding 
purposes under section 412 for the 
1976 plan year, if such contribution 
is made in the 1976 plan year but 
within the time prescribed by section 
404(a) (6) of the Code for the 1975 


taxable year. 


26 CFR 11.412(c)-12: Extension of time 
to make contributions to satisfy require- 
ments of section 412. 
(Also Section 404; 1.404(a)-7.) 
Contributions; minimum fund- 
ing; carryover. Amounts contrib- 
uted to an employees’ plan by an 
employer for a plan year preceding 
the 1976 plan year that exceeded 
the allowable deduction and that, 
pursuant to section 404(a)(1)(D) of 
the Code, were carried over to 
1976, are not deemed to be contri- 
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butions made for the 1976 plan 
year for purposes of satisfying the 
minimum standards under section 
412(b)(3)(A). 


Rev. Rul. 77-151 


Advice has been requested as to 
whether a carryover within the mean- 
ing of section 404(a)(1)(D) of the 
Internal Revenue Code of 1954 can 
be considered an amount contributed 
by the employer within the meaning 
of section 412(b) (3) (A) of the Code. 


Section 412(b) (3) (A) of the Code 
states that the funding standard ac- 
count shall be credited with “the 
amount considered contributed by the 
employer to or under the plan for the 
plan year.” 


Section 404(a) (1) (D) provides that 
amounts contributed for a given tax- 
able year that are not deductible in 
such taxable year will, subject to the 
section 404 limits, be deductible in 
subsequent taxable years. Section 404 
(a) (1) (D) thus treats a contribution 
carryover from one taxable year as a 
contribution made in a subsequent tax- 
able year. This provision applies solely 
for purposes of section 404 of the 
Code. 


Accordingly, a contribution carry- 
over is not deemed to be a contribu- 
tion made at a later date for purposes 
of section 412(b) (3) (A) of the Code. 
Thus, for example, an employer with a 
calendar taxable year maintains a pen- 
sion plan with a calendar plan year 
which is first subject to section 412 of 
the Code in 1976. The employer made 
a contribution in 1975 for the 1975 
plan year which exceeded the amount 
deductible in such year. Under section 
404(a) (1) (D) of the Code, the excess 
is a carryover and may be treated as 
a contribution in 1976 for purposes of 
section 404 of the Code. However, the 
carryover is not deemed to be a con- 
tribution made for the 1976 plan year 
for purposes of section 412(b) (3) (A) 
of the Code. 
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Section 415.—Limitations on 
Benefits and Contributions Under 
Qualified Plans 


Adoption of limitation year. A 
resolution electing a limitation year 
other than a calendar year for an 
employee benefit plan that is 
adopted or modified on or before 
‘the later of the adoption date of 
the first amendment conforming an 
existing plan to ERISA or Decem- 
ber 31, 1976 shall not be consid- 
ered a change in the limitation 
year; Rev. Rul. 75-481 modified 
and Rev. Rul. 76-318 superseded. 


Rev. Rul. 77-24 } 


Rev. Rul. 75-481, 1975-2 C.B. 188, 
provides in part that in lieu of using a 
calendar year as the limitation year 
for an employee plan under section 
415 of the Internal Revenue Code of 
1954, an employer may elect to use 
any other twelve-month period. Para- 
graph (4) of section 2.01 of Rev. Rul. 
75-481 provides that if an employer 
changes the limitation year the limita- 
tions of section 415 shall be applicable 
with respect to the current limitation 
year as if no change in the limitation 
year had occurred and with respect to 
the first limitation year for which such 
change is effective. However, para- 
graph (3) of section 2.01 of Rev. Rul. 
75-481, as modified by Rev. Rul. 76- 
318, 1976-2 C.B. 125, provides that 
an employer may elect a limitation 
year which is not a calendar year by 
written resolution, and that if the first 
such resolution is adopted prior to 
January 1, 1977, the election will not 
be deemed a change in the limitation 
year. 

Paragraph (3), section 2.01 of Rev. 
Rul. 75-481, is hereby modified to 
read as follows: 


The election described in paragraph (2) 
shall be made by the adoption of a written 
resolution by the employer. Any such res- 
olution shall not be considered a change in 
the limitation year described in paragraph 
(4) if the resolution is adopted or modified 
on or before the later of the adoption date 


2 Also released as IR-1727, dated December 30, 1976. 
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of the first amendment conforming an ex- 
isting plan to ERISA, or December 31, 
1976. 


Rev. Rul. 75-481 is hereby modified 
and Rev. Rul. 76-318 is hereby super- 
seded. 


26 CFR 11.415(c) (4)-1: Special elections 
for section 403(b) annuity contracts pur- 
chased by educational institutions, hospi- 
tals and home health service agencies. 


T.D. 7442 


TITLE 26—INTERNAL REVE- 
NUE—CHAPTER I, SUBCHAP- 
TER A, PART 11.—TEMPO- 
RARY INCOME TAX 
REGULATIONS UNDER THE 
EMPLOYEE RETIREMENT IN- 
COME SECURITY ACT OF 
1974 


Special elections for certain section 
403(b) annuity contracts 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
income tax regulations (26 CFR Part 
11) under section 415(c) (4) of the 
Internal Revenue Code of 1954, as 
added by section 2004(a) (2) of the 
Employee Retirement Income Secu- 
rity Act of 1974 (Pub. L. No. 93-406, 
88 Stat. 979) [1974-3 C.B. 1] (here- 
inafter referred to as the “Act’’). 

Section 415(c) of the Code .im- 
poses limitations on the amount that 
may be contributed to qualified de- 
fined contribution plans as well as so- 
called “tax sheltered annuities” de- 
scribed in section 403(b) of the Code. 
Under section 415(c)(1) and Reve- 
nue Ruling 75-481, 1975-2 C.B. 188, 
“annual additions” to a participant’s 
account for any limitation year may 
not exceed the lesser of $25,000 or 
25 percent of the participant’s com- 
pensation for the limitation year. The 





$25,000 amount is subject to cost of 
living increases. In additiyn, the 
maximum amount that an employer 
may contribute for any taxable year 
on behalf of an employee for an an- 
nuity contract described in section 
403(b) that is excludable from such 
employee’s gross income for the tax- 
able year (the so-called “exclusion 
allowance”) is computed under sec- 
tion 403(b) (2) (A). Thus, the limi- 
tations on excludable employer con- 
tributions to an annuity contract de- 
scribed in section 403(b) for any year 
will generally be the lesser of the 
employee’s exclusion allowance de- 
termined under section 403(b) (2) (A) 
for the taxable year or the section 
415(c)(1) limitation applicable to 
such employee for the limitation year 
which ends with or within such tax- 
able year. 


However, under section 415(c) 
(4), certain eligible individuals cov- 
ered by annuity contracts described 
in section 403(b) may elect for a par- 
ticular limitation year or taxable year 
to be covered by alternate limitations 
in order to permit larger contributions 
to be made on their behalf for such 
annuity contracts. These special elec- 
tions are available only for employees 
of educational institutions, hospitals 
and home health service agencies. The 
first election, described in section 415 
(c) (4) (A) and available only for the 
limitation year ending with or within 
the taxable year in which an indi- 
vidual separates from service, permits 
excludable employer contributions up 
to the employee’s “exclusion allow- 
ance” for the particular taxable year 
with or within which such limitation 
year ends, taking into account only 
his years of service for the 10-year 
period ending on the date of sepa- 
ration. However, an employer may not 
make excludable contributions for 
the limitation year ending with or 
within a taxable year beginning in 
1976 in excess of $26,825. The second 
election, described in section 415(c) 
(4) (B), permits excludable employer 
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contributions for a particular limita- 
tion year up to the least of the fol- 
lowing amounts: (1) $4,000, plus 25 
percent of the individual’s includible 
compensation (as defined in section 
403(b) (3) ) for the taxable year with 
or within which such limitation year 
ends; (2) the individual’s exclusion 
allowance for such taxable year under 
section 403(b)(2)(A); or (3) 
$15,000. The amount of the alternate 
limitation under section 415(c) (1) 
(A) is not affected by this election. 
The third election, described in sec- 
tions 415(c)(4)(C) and 403(b) (2) 
(B), permits excludable employer 
contributions for a particular taxable 
year up to the section 415(c) (1) 
limitations applicable to the indi- 
vidual for the limitation year ending 
with or within such taxable year with- 
out regard to the individual’s exclu- 
sion allowance under section 403(b) 
(2)(A) for such taxable year. 

Each of the special elections de- 
scribed in section 415(c) (4) (B) and 
(C) may be made on a year by year 
basis. However, the election described 
in section 415(c) (4) (A) may be made 
only once by an individual in his life- 
time. Under section 415(c) (4) (D), 
once an individual has elected the ap- 
plication of any of the special elections 
for a year, neither of the other special 
elections may be elected for any 
future year with respect to contribu- 
tions made for section 403(b) con- 
tracts by any employer of such indi- 
vidual. Once made, such election is 
irrevocable with respect to the year 
to which it relates. 


These temporary regulations pro- 
vide a definition of the term “limita- 
tion year” as applied to an individual 
on whose behalf an annuity contract 
described in section 403(b) has been 
purchased. 


These temporary regulations also 
provide the rules for electing any 
one of the special election limitations 
described in section 415(c) (4) for a 
limitation year ending with or within 
a taxable year beginning in 1976. 


The provisions of these temporary 
regulations do not affect any position 
taken by the Internal Revenue Serv- 
ice in Revenue Ruling 75-481, 1975-2 
C.B. 188. 


Adoption of regulations 


In order to prescribe temporary 
income tax regulations (26 CFR Part 
11) under section 415(c) (4) of the 
Internal Revenue Code of 1954, as 
added to such Code by section 2004 
(a) (2) of the Employee Retirement 
Income Security Act of 1974 (Pub. L. 
No. 93-406, 88 Stat. 979) the follow- 
ing temporary regulations are hereby 
adopted: 


§ 11.415(c)(4)-1 Special elections 
for section 403(b) annuity con- 
tracts purchased by educational 
institutions, hospitals and home 
health service agencies. 

(a) Limitations applicable to con- 
tributions for section 403(b) annuity 
contracts—(1) In general. An annuity 
contract described in section 403(b) 
which is treated as a defined contribu- 
tion plan (as defined in section 414 
(i) ) is subject to the rules regarding 
the amount of annual additions (as 
defined in section 415(c)(2)) that 
may be made to a participant’s ac- 
count in a defined contribution plan 
for any limitation year (as defined in 
subparagraph (2) of this paragraph) 
under section 415(c) (1) and Revenue 
Ruling 75-481, 1975-2 C.B. 188. An 
annual addition to the account of an 
individual under a section 403(b) 
annuity contract in excess of such 
limitation for a limitation year is in- 
cludible in the gross income of the 
individual for the taxable year with 
or within which such limitation year 
ends and reduces the exclusion allow- 
ance under section 403(b)(2) for 
such taxable year to the extent of the 
excess. Such annuity contracts are, of 
course, also subject to the limitation 
imposed by section 403(b) (2) with 
respect to the amount that may be 
contributed hy the employer for the 
purchase of an annuity contract de- 
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scrived in section 403(b) and be ex- 
cluded from the gross income of the 
employee on whose behalf such an- 
nuity contract is purchased. In gen- 
eral, the excludable contribution for 
such an annuity contract for a par- 
ticular taxable year is the lesser of 
the exclusion allowance computed 
under section 403(b) (2) for such tax- 
able year or the limitation imposed 
by section 415(c)(1) for the limita- 
tion year ending with or within such 
taxable year. For purposes of the limi- 
tation imposed by section 415(c) (1), 
the amount contributed toward the 
purchase of an annuity contract de- 
scribed in section 403(b) is treated 
as allocated to the employee’s ac- 
count as of the last day of the limita- 
tion year ending with or within the 
taxable year during which such con- 
tribution is made. 

(2) Limitation Year. For purposes 
of this section— 

(i) Except as provided in subdivi- 
sion (ii) of this subparagraph, the 
limitation year applicable to an indi- 
vidual on whose behalf an annuity 
contract described in section 403(b) 
has been purchased by an employer 
shall be the calendar year unless such 
individual elects to change the limita- 
tion year to another 12-month period 
and attaches a statement to his in- 
come tax return filed for the taxable 
year in which such change is made. 

(ii) The limitation year applicable 
to an individual described in subdivi- 
sion (i) of this subparagraph who is 
in control (within the meaning of 
section 414(b) or (c) as modified by 
section 415(h) ) of any employer shall 
be the same as the limitation year of 
such employer. 


(3) Special elections. Under sec- 
tion 415(c) (4), special elections are 
permitted with respect to section 403 
(b) annuity contracts (including cus- 
todial accounts treated as section 403 
(b) annuity contracts under section 
403(b) (7) ) purchased by educational 
institutions (as defined in section 151 
(e)(4) and the regulations there- 
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under), home health service agencies 
as defined in subparagraph (4) of this 
paragraph) and hospitals. In lieu 
of the limitation described in section 
415(c)(1)(B) otherwise applicable 
to the annual addition (as defined in 
section 415(c) (2) ) that may be made 
to the account of a participant in a 
qualified defined contribution plan 
for a particular limitation year, an 
individual for whom an annuity con- 
tract described in this subparagraph 
is purchased may elect, in accordance 
with the provisions of paragraph (b) 
of this section, to have substituted for 
such limitation the amounts described 
in subparagraph (5) (i) or (5) (ii) of 
this paragraph. In lieu of the exclu- 
sion allowance determined under sec- 
tion 403(b)(2) and the regulations 
thereunder otherwise applicable for 
the taxable year with or within which 
the limitation year ends to an indi- 
vidual on whose behalf an annuity 
contract described in this subpara- 
graph is purchased, such an individual 
may elect, in accordance with the 
provisions of paragraph (b) of this 
section, to have substituted for such 
exclusion allowance the amount de- 
scribed in subparagraph (5) (iii) of 
this paragraph. 

(4) Definition. For purposes of this 
section, a home health service agency 
is an organization described in sec- 
tien 501(c) (3) which is exempt from 
taxation under section 501(a) and 
which has been determined by the 
Secretary of Health, Education and 
Welfare to be a home health agency 
under section 1395(x) (0) of Title 42 
of the United States Code. 

(5) Elections. (i) For the limita- 
tion year that ends with or within the 
taxable year in which an individual 
separates from the service of his em- 
ployer (and only for such limitation 
year), the “(A) election limitation” 
shall be the exclusion allowance com- 
puted under section 403(b) (2) (A) 
and the regulations thereunder (with- 
out regard to section 415) for the tax- 
able year in which such separation 
occurs taking into account such indi- 
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vidual’s years of service (as defined in 
section 403(b) (4) and the regulations 
thereunder) for the employer and 
contributions described in section 403 
(b) (2) (A) (ii) and the regulations 
thereunder during the period of years 
(not exceeding 10) ending on the 
date of separation. For purposes of the 
preceding sentence, all service for the 
employer performed within such 
period must be taken into account. 
However, ithe “(A) election limita- 
tion” shall not exceed the amount de- 
scribed in section 415(c)(1)(A) (as 
adjusted under section 415(d) (1) 
(B)) applicable to such individual for 
such limitation year. 

(ii) For any limitation year, the 
“(B) election limitation” shall be 
equal to the least of the following 
amounts— 

(A) $4,000, plus 25 percent of 
the individual’s includible compen- 
sation. (as defined in section 403(b) 
(3) and the regulations thereunder) 
for the taxable year with or within 
which the limitation year ends, 

(B) The amount of the exclusion 
allowance determined under section 
403(b)(2)(A) and the regulations 
thereunder for the taxable year with 
or within which such limitation year 
ends, or 

(C) $15,000. 

(iii) For any taxable year, the 
“(C) election limitation” shall equal 
the lesser of the amount described in 
section 415(c)(1)(A) (as adjusted 
under section 415(d)(1)(B)) or the 
amount described in section 415(c) 
(1) (B) applicable to the individual 
for the limitation year ending with or 
within such taxable year. For pur- 
poses of the preceding sentence, com- 
pensation described in section 415(c) 
(1) (B) taken into account for a par- 
ticular limitation year does not in- 
clude amounts contributed toward 
the purchase of an annuity contract 
described in section 403(b) during 
such limitation year (whether or not 
includable in the gross income of the 
individual on whose behalf such con- 
tribution is made). 


(b) Special rules for elections and 
salary reduction agreements for 1976 
—(1) Election. For a limitation year 
that ends with or within a taxable 
year beginning in 1976 (or for such 
a taxable year), an individual may 
take advantage of the alternative limi- 
tations described in section 415(c) (4) 
by attaching to his individual income 
tax return for such taxable year a 
statement of intention stating that, 
with respect to such limitation or tax- 
able year, such individual intends to 
make an election described in para- 
graph (a)(3) of this section and 
specifying which election he intends 
to make. No form is prescribed for 
the statement of intention, but it shall 
include the individual’s name, address 
and Social Security number. If the 
individual is not required to file an 
income tax return for 1976, the state- 
ment of intention shall be filed at the 
Internal Revenue Service Center 
where (and cn or before the time by 
which) such individual would file 
such return if he were required to 
file. The statement of intention shall 
be treated by the Internal Revenue 
Service as an election for such limita- 
tion or taxable year for all purposes 
except for purposes of subparagraph 
(3) of this paragraph. The election 
for 1976 shall be made by filing such 
election with the Internal Revenue 
Service, in a manner to be prescribed 
by the Commissioner, on or before the 
due date of such individual’s income 
tax return for the taxable year be- 
ginning in 1977. An individual may 
make any election, or not make an 
election, for the 1976 year even 
though he has filed a statement of 
intention for such year and deter- 
mined his tax for such year in ac- 
cordance with the intended election. 
For purposes of section 6654 (relat- 
ing to failure of an individual to pay 
estimated tax), a difference in tax 
determined in accordance with such 
statement of intention and tax ulti- 
mately determined for such year shall 
not be treated as an underpayment 
to the extent such difference is due 
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to the making of, or the failure to 
make, an election described in para- 
graph (a) (3) of this section. 

(2) Salary reduction agreements. 
An individual who is employed by an 
organization described in paragraph 
(a)(3) of this section may make a 
salary reduction agreement for a tax- 
able year beginning in 1976 at any 
time prior to the end of such year 
without such agreement being con- 
sidered a new agreement within the 
meaning of § 1.403(b)-1(b) (3) (i), 
provided such individual makes an 
election described in paragraph (a) 
(5) (i) or (ii) of this section for the 
limitation year ending with or within 
such taxable year or (if applicable) 
makes an election described in para- 
graph (a) (5) (iii) of this section with 
respect to such taxable year. A salary 
reduction agreement described in the 
preceding sentence may be made ef- 
fective with respect to any amounts 
earned during the taxpayer's most 
recent one-year period of service (as 
described in § 1.403(b)-1(f)) ending 
not later than the end of such taxable 
year, notwithstanding the provisions 
of § 1.403(b)-1(b) (3) (i). 


(3) Election ts irrevocable. The 
election described in paragraph (a) 
(3) of this section, once made in ac- 
cordance with the provisions of sub- 
paragraph (1) of this paragraph, 
shall be irrevocable with respect to 
the limitation year or taxable year to 
which such election relates. 


(4) Limitations. With respect to 
any limitation or taxable year, an elec- 
tion by an individual pursuant to sub- 
paragraph (1) of this paragraph to 
have any subdivision of paragraph 
(a) (5) of this section apply to con- 
tributions made on his behalf by his 
employer with respect to any section 
403(b) annuity contract will preclude 
an election to have any other sub- 
division of paragraph (a)(5) apply 
for any future limitation or taxable 
year with respect to any section 403 
(b) annuity contract contributions 
made by any employer of such indi- 


vidual. With respect to any limitation 
year, an election by an individual to 
have paragraph (a)(5)(i) of this 
section apply to contributions made 
on his behalf by his employer with 
respect to any section 403(b) annuity 
contract will preclude an election to 
have any subdivision of paragraph (a) 
(5) apply for any future limitation 
or taxable year with respect to any 
section 403(b) annuity contract con- 
tributions made by any employer of 
such individual. 

(5) Aggregation rules—(i) An- 
nuity contracts described in section 
403(b). For purposes of applying the 
limitations of this section for a 
particular limitation or taxable year, 
all contributions toward the purchase 
of annuity contracts described in sec- 
tion 403(b) made on behalf of an 
individual by his employer and any 
related employer (as defined in sub- 
division (ii) of this subparagraph) 
must be aggregated without regard 
to— 

(A) Whether such individual 
makes any election pursuant to sub- 
paragraph (1) of this paragraph for 
such year, and 

(B) Whether such individual files 
a statement of intention pursuant to 
subparagraph (1) of this paragraph, 
for such year. 


In addition, any other aggregation re- 
quired by Revenue Ruling 75-481, 
1975-2 C.B. 188, must be made to the 
extent applicable. 

(ii) Definition. For purposes of 
this section, with respect to a par- 
ticular employer, a related employer 
is any other employer which is a 
member of a controlled group of cor- 
porations (as defined in section 414 
(b), and the regulations thereunder 
and as modified by section 415(h) ) 
or a group of trades or business 
(whether or not incorporated) under 
common control (as defined in section 
414(c) and the regulations there- 
under and as modified by section 415 
(h)) in which such particular em- 
ployer is a member. 


Section 415 


(c) Examples: The provisions of 
this section may be illustrated by the 
following examples: 


Example (1). Doctor M is an employee 
of H Hospital (an organization described 
in section 501(c)(3) and exempt from 
taxation under section 501(a)) for the en- 
tire 1976 calendar year. M is not in control 
of H within the meaning of section 414(b) 
or (c), as modified by section 415(h). M 
uses the calendar year as the taxable year 
and M uses the calendar year as the limita- 
tion year. M has includible compensation 
(as defined in section 403(b)(3) and the 
regulations thereunder) and compensation 
(as defined in section 415(c)(3)) for tax- 
able year 1976 of $30,000, and M has 4 
years of service (as defined in §1.403(b)-1 
(f)) with H as of December 31, 1976. 
During M’s prior service with H, H had 
contributed a total of $12,000 on M’s be- 
half for annuity contracts described in sec- 
tion 403(b), which amount was excludable 
from M’s gross income for such prior years. 
Thus, for the limitation year ending with 
or within taxable year 1976, M’s exclusion 
allowance determined under section 403 
(b)(2)(A) is $12,000 ((.20 x $30,000 x 
4) —$12,000). The limitation imposed by 
section 415(c)(1) that is applicable to M 
for limitation year 1976 is the lesser of 
$26,825 (the amount described in section 
415(c)(1)(A) adjusted under section 415 
(d)(1)(B) for limitation year 1976) or 
$7,500 (the amount described in section 
415(c)(1)(B)). Absent the special elec- 
tions provided in section 415(c) (4), $7,500 
would be the maximum contribution H 
could make for annuity contracts described 
in section 403(b) on M’s behalf for limita- 
tion year 1976 without increasing M’s gross 
income for taxable year 1976. However, 
because H is an organization described in 
section 415(c) (4), M may make a special 
election with respect to amounts contrib- 
uted by H on M’s behalf for section 403 
(b) annuity contracts for 1976. Assume 
that M does not separate from the service 
of H during 1976 and that, therefore, the 
(A) election limitation” described in sec- 
tion 415(c) (4) (A) is not available to M. 
If M elects the “(B) election limitation” 
for 1976. H could contribute $11,500 on 
M’s behalf for annuity contracts described 
in section 403(b) for that year (the least 
of $11.500 (the amount described in sec- 
tion 415(c)(4)(B)(i)); $12,000 (the 
amount described in section 415(c) (4) 
(B) (ii)), and $15,000 (the amount de- 
scribed in section 415(c) (4) (B) (iii)). If 
M elects the “(C) election limitation” for 
1976, H could only contribute up to $7,500 
(the lower of the amounts described in sec- 
tion 415(c)(1)(A) or (B)) for section 
403(b) annuity contracts on M’s behalf for 
1976 without increasing M’s gross income 
for that year. 

Example (2). Assume the same facts as 
in example (1) except that H had contrib- 
uted a total of $18,000 on M’s behalf for 
annuity contracts in prior years, which 
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amount was excludable from M’s gross in- 
come for such prior years. Accordingly, for 
1976, M’s exclusion allowance determined 
under section 403(b)(2)(A) is $6,000 
((.20 x $30,000 x 4) — $18,000). The 
limitation imposed by section 415(c) (1) 
applicable to M for 1976 is $7,500 (the 
lesser of the amount described in section 
415(c)(1)(A) or (B)). Absent the spe- 
cial elections provided in section 415(c) 
(4), $6,000 would be the maximum 
_ amount H could contribute for annuity con- 
tracts described in section 403(b) on M’s 
behalf for 1976 without increasing M’s 
gross income for that year. However, if M 
elects the ‘“(C) election limitation” for 
1976. H may contribute up to $7,500 with- 
out increasing M’s gross income for that 
year. 

Example (3). G, a teacher, is an em- 
ployee of E, an educational institution de- 
scribed in section 151(e)(4). G uses the 
calendar year as the taxable year and G 
uses the 12-month consecutive period be- 
ginning July 1 as the limitation year. G has 
includible compensation (as defined in sec- 
tion 403(b)(3) and the regulations there- 
under) for taxable year 1976 of $12,000 
and G has compensation (as defined in sec- 
tion 415(c)(3)) for the limitation year 
ending with or within taxable year 1976 of 
$12, 000. G has 20 years of service (as de- 
fined in §1.403(b)-1(f)) as of May 30, 
1976, the date G separates from the service 
of E. During G’s service with E before tax- 
able year 1976, E had contributed $34,000 
toward the purchase of a section 403(b) 
annuity contract on G’s behalf, which 
amount was excludable from G’s gross in- 
come for such prior years. Of this amount, 
$19,000 was so contributed and excluded 
during the 10 year period ending on May 
30, 1976. For the taxable year 1976, G’s 
exclusion allowance determined under sec- 
tion 403(b)(2)(A) is $14,000 ((.20 x 
$12,000 x 20) — $34,000). Absent the 
special elections described in section 415 
(c) (4), $3,000 (the lesser of G’s exclusion 
allowance for taxable year 1976 or the sec- 
tion 415(c)(1) limitation applicable to G 
for the limitation year ending with or 
within such taxable year) would be the 
maximum excludable contribution E could 
make for section 403(b) annuity contracts 
on G’s behalf for the limitation year ending 
with or within taxable year 1976. However, 
because E is an organization described in 
section 415(c) (4), G may make a special 
election with respect to amounts contrib- 
uted on G’s behalf by E for section 403(b) 
annuity contracts for the limitation year 
ending with or within taxable year 1976. 
Because G has separated from the service 
of E during such taxable year, G may elect 
the “(A) election limitation” as well as the 
**(B) election limitation” or the “(C) elec- 
tion limitation”. If G elects the “(A) elec- 
tion limitation” for the limitation year 
ending with or within taxable vear 1976, E 
could contribute up to $5,000 ((. 20 x 
$12,000 x 10) — $19, 000) on G’s behalf 
for section 403(b) annuity contracts for 
such limitation year without increasing G’s 
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gross income for the taxable year with or 
within which such limitation year ends. If 
G elects the “(B) election limitation” for 
such limitation year, E could contribute 
$7,000 (the least of $7,000 (the amount 
described in section 415(c) (4) (B) (i)); 
$14,000 (the amount described in section 
415(c)(4)(B)(ii)); and $15,000 (the 
amount described in section +15(c) (4) (B) 
(iii) )). If G elects the “(C) election limi- 
tation” for taxable year 1976, E could con- 
tribute $3,000 (the lesser of the amounts 
described in section 415(c)(1)(A) or 
(B)). 

(d) Plan year. For purposes of sec- 
tion 415 and this section, an annuity 
contract described in section 403(b) 
shall be deemed to have a plan year 
coinciding with the taxable year of 
the individual on whose behalf the 
contract has been purchased unless 
that individual demonstrates that a 
different 12-month period should be 
considered to be the plan year. 

(e) Effective date. The provisions 
of this section are applicable for tax- 
able years beginning in and for limi- 
tation years ending with or within 
taxable years beginning in 1976. 

Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion, it is found impracticable to issue 
it with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 415(c) (4)(D) and 7805 of the 
Internal Revene Code of 1954 (88 
Stat. 983; 26 U.S.C. 415(c) (4) (D) 
and 68A Stat. 917; 26 U.S.C. 7805).) 


Dona.Lp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved November 19, 1976. 


Gerorce H. Drxon, 
Deputy Secretary of 
the Treasury. 
(Filed by the Office of the Federal a 


on November 23, 1976, 4:24 p.m., 
published in the issue of the pcamal 





Register for November 29, 1976, 41 F.R. 
52295.) 


26 CFR 11.415(c)(4)-1: Special elections 
for section 403(b) annuity contracts pur- 
chased by educational institutions, hospitals 
and home health service agencies. 


T.D. 7482 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART II.—TEMPO- 
RARY INCOME TAX REGU- 
LATIONS UNDER THE EM- 
PLOYEE RETIREMENT _IN- 
COME SECURITY ACT OF 
1974 


Special elections for section 403(b) 
annuity contracts purchased by edu- 
cational institutions, etc. 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 


SUMMARY: This document amends 
the Temporary Income Tax Regula- 
tions Under the Employee Retirement 
Income Security Act of 1974 [Pub. L. 
93-406, 1974-3 C.B. 1] relating to sec- 
tion 403(b) annuity contracts and 
salary reduction agreements. This 
amendment has been prepared in re- 
sponse to requests by the public. This 
amendment affects employees of some 
tax-exempt organizations and _pro- 
vides them with somewhat easier rules 
for complying with the law. 


DATE: This amendment is appli- 
cable for a taxable year beginning in 
1976 and for a limitation year ending 
with or within a taxable year begin- 


ning in 1976. 


FOR FURTHER INFORMATION 
CONTACT: Norman J. Misher of 
the Legislation and Regulations Di- 
vision, Office of the Chief Counsel, 
Internal Revenue Service, 1111 Con- 
stitution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3737) . 
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SUPPLEMENTARY 
TION: 


BACKGROUND 


This document amends § 11.415(c) 
(4)-1(b) of the Temporary Income 
Tax Regulations under the Employee 
Retirement Income Security Act of 
1974, relating to annuity contracts 
and salary reduction agreements. The 
temporary regulations provided by 
this document will remain in effect 
until superseded by final regulations 
on this subject. 


SPECIAL RULES FOR 
ELECTIONS PURSUANT TO 
ANNUITY CONTRACTS 


The regulations provide guidance 
for an individual who wishes to make 
a special election for 1976 pertaining 
to amounts contributed for section 
403(b) annuity contracts. Before this 
amendment, the regulations required 
the individual to file a statement of 
intention specifying which election he 
intended to make. The statement was 
to be filed with his individual tax re- 
turn for that year. Under this amend- 
ment, the individual may, but need 
not, file the statement of intention 
with his tax return. If he does not 
file a statement of intention, he may 
still take advantage of a special elec- 
tion for 1976. He can do this if he 
determines his 1976 income tax lia- 
bility in a way that is consistent with 
one of the special elections. 


SPECIAL RULES FOR SALARY 
REDUCTION AGREEMENTS 


This amendment also extends the 
time for making a salary reduction 
agreement. Some salary reduction 
agreements enable taxpayers to make 
special elections allowed under sec- 
tion 415(c) (4) of the Internal Reve- 
nue Code of 1954 for annuity con- 
tracts purchased by educational insti- 
tutions, hospitals and home health 
service agencies. 


INFORMA- 


Before this amendment, the regula- 
tions provided that a salary reduction 
agreement for the taxable year begin- 


ning in 1976 had to be entered into 
before the end of that year. Because 
the regulations were published on 
November 29, 1976 (41 F.R. 52295), 
and many of the people affected by 
the regulations were on midyear re- 
cesses during much of December 1976, 
they failed to make the agreements 
permitted under the regulations. 


This amendment extends the time 
for making a salary reduction agree- 
ment to June 15, 1977. It also re- 
quires an amended Form W-2 to be 
filed on behalf of the taxpayer if the 
agreement is entered into after De- 
cember 31, 1976 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was Norman J. Misher of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, In- 
ternal Revenue Service. However, per- 
sonnel from other offices of the In- 
ternal Revenue Service and Treasury 
Department participated in develop- 
ing the regulation, both on matters of 
substance and style. 


Adoption of amendment to the regu- 
lations 

Accordingly, subparagraphs (1) 
and (2) of §11.415(c) (4)-1(b) of 
the Temporary Income Tax Regula- 
tions Under the Employee Retirement 
Income Security Act of 1974 are 
amended to read as follows: 


§ 11.415(c) (4)-1 Special elections 
for section 403(b) annuity con- 
tracts purchased by educational 
institutions, hospitals and home 
health service agencies. 


* * * * * 


(b) Special rules for elections and 
salary reduction agreements for 1976 
—(1) Election. (i) For a limitation 
year that ends with or within a tax- 
able year beginning in 1976 (or for 
that taxable year), an individual may 
wish to take advantage of the alterna- 
tive limitations described in section 
415(c) (4). One way of doing this is 
to attach a statement of intention to 
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his individual income tax return for 
that taxable year. The statement 
should provide that the individual in- 
tends to elect one of those alternative 
limitations. It should also specify 
which alternative he intends to elect. 
No form is prescribed for the state- 
ment of intention, but it must include 
the individual’s name, address and 
Social Security number. If the indi- 
vidual is not required to file an in- 
come tax return for 1976, the state- 
ment of intention may still be filed at 
the Internal Revenue Service Center 
where that individual would file the 
return if he were required to file. It 
should be filed by the time he would 
have filed his return. The Internal 
Revenue Service will treat the state- 
ment of intention as an election for 
1976 for all purposes except that it 
will not be irrevocable. Ii an indi- 
vidual does not file a statement of in- 
tention, he will still be able to take ad- 
vantage of the alternative limitations 
for 1976. He will be able to do this 
if he determines his 1976 income tax 
liability in a way which is consistent 
with one of the alternative limita- 
tions. 


(ii) The actual election for 1976 
will be made by filing the election 
with the Internal Revenue Service 
on or before the due date of the indi- 
vidual’s income tax return for 1977. 
The Internal Revenue Service will 
publish rules regarding how this 
should be done. 


(iii) When an individual makes 
the actual election for 1976, he may 
choose any of the alternative limita- 
tions, even if his choice is inconsist- 
ent with the alternative limitation 
which he used in determining his 1976 
income tax liability. He may also 
choose not to elect any of the alterna- 
tive limitations, even if he used one 
of them in determining his 1976 in- 
come tax liability. However, if his 
choice is different from the choice 
which he used in determining his 1976 
income tax liability, there may be an 
adjustment in his tax for 1976. For 
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purposes of section 6654 ‘(relating to 
failure of an individual to pay esti- 
mated tax), a difference in tax for 
1976 resulting from a difference in 
these choices will not be treated as an 
underpayment. This rules applies to 
the extent the difference in tax is due 
to the actual election of one of the 
alternative limitations or to a final 
‘decision not to use one of the alterna- 
tive limitations for 1976. 

(2) Salary Reduction Agreements. 
(i) An individual who is employed by 
an organization described in para- 
graph (a)(3) may make a salary 
reduction agreement for his taxable 
year beginning in 1976 at any time 
before the end of that year without 
the agreement’s being considered a 
new agreement within the meaning 
of § 1.403(b)-1(b) (3) (i). The agree- 
ment may be made on or before June 
15, 1977, if that date is later than 
the end of the individual’s 1976 tax- 
able year. 

(ii) This subparagraph applies 
only if the individual actually elects 
one of the alternative limitations un- 
der section 415(c) (4) for 1976. 


(iii) The salary reduction agree- 
ment may be made effective with re- 
spect to any amounts earned during 
the taxpayer’s most recent one-year 
period of service (as described in 
§ 1.403(b)-1(f)) ending not later 
than the end of the 1976 taxable 
year, notwithstanding § 1.403(b)-1 
(b) (3) (i). 

(iv) If the salary reduction agree- 
ment is entered into at any time after 
December 31, 1976, an amended 
Form W-2 must be filed on behalf, of 
the individual. 

There is a need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found imprac- 
ticable to issue it with notice and pub- 
lic procedure under subsection(b) of 
section 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 
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(This Treasury decision is issued 
under the authority contained in sec- 
tions 415(c) (4) (D) and 7805 of the 
Internal Revenue Code of 1954 (88 
Stat. 983 and 68A. 917; 26 U.S.C. 
415(c) (4) (D) and 7805) ). 


WituiaM E. WILuIAMs, 
Acting Commissioner 
of Internal Revenue. 


Approved April 13, 1977. 


LaurENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on April 14, 1977, 3:22 p.m., and pub- 
lished in the issue of the Federal Register 
for April 19; 1977, 42 F.R. 20297) 





Subchapter E.—Accounting Periods and Methods 
of Accounting 
Part 1.—Accounting Periods 





Section 442.--Change of Annual 
Accounting Period 


26 CFR 1.442-1: Change of annual ac- 
counting period. 


T.D. 7470 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Change of annual accounting period 

for foreign corporations 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 

Washington, D.C. 20224. 

To Officers and Employees of the 

Internal Revenue Service and 
Others Concerned: 


Preamble 


On March 23, 1976, a notice of 
proposed rule making with respect to 
amendment of the Income Tax Regu- 
lations (26 CFR Part 1) under sec- 
tion 442 of the Internal Revenue Code 
of 1954, relating to the procedure a 
foreign corporation must follow in 





order to change its annual account- 
ing period was published in the Fed- 
eral Register (14 CFR 12017). A 
public hearing was held on June 29, 
1976. The amendments to the regula- 
tions will require that a controlled 
foreign corporation (as defined in sec- 
tion 957) and a foreign corporation 
that meets the stock ownership re- 
quirements of a foreign personal hold- 
ing company (as defined in section 
552) must obtain the prior approval of 
the Commissioner before they are al- 
lowed to change their annual ac- 
counting period. 

The principal draftsperson of this 
regulation was Mr. Robert A. Katcher 
of the Legislation and Regulations 
Division of the Office of Chief Coun- 
sel, Internal Revenue Service. How- 
ever, personnel from other offices of 
the Internal Revenue Service and 
Treasury Department participated in 
developing the regulation, both on 
matters of substance and style. Mr. 
Katcher may be contacted at 202- 
566-3828 or at 1111 Constitution Ave- 
nue, N.W., Washington, D. C. 20224, 
Attention: CC:LR:T. 


Adoption of amendments to the 
regulations 

After full and careful consideration 
of all relevant matters presented by 
interested persons regarding the rules 
proposed, the amendments of the In- 
come Tax Regulations (26 CFR Part 
1) are hereby adopted as set forth 
below. 

Section 1.442-1 is amended by add- 
ing a new paragraph (b) (3), revising 
the first sentence of paragraph (c) 
(1), revising paragraph (c) (2) (iv) 
and by adding a new paragraph (c) 
(5) to read as follows: 


§ 1.442-1 Change of annual account- 
ing period. 
* * * * * 


(b) Prior approval of the Commis- 
sioner. * * * 

(3) Certain foreign corporations. 
Application for approval to change 
such taxable year of either a controlled 
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foreign corporation (as defined in 
section 957) or a foreign corporation 
that meets the stock ownership re- 
quirements of a foreign personal hold- 
ing company (as defined in section 
552) shall be made by filing an ap- 
plication in accordance with para- 
graph (b) (1) of this section. The ap- 
plication shall be made by one or 
more of such controlled foreign cor- 
poration’s United States shareholders 
(as defined in section 951 (b)), by 
one or more individuals who comprise 
a foreign corporation’s “United States 
group” (as defined in section 552(a) 
(2)), or by the respective corpora- 
tions. In general, a change of such a 
taxable year will be approved if the 
annual accounting period of such con- 
trolled foreign corporation or foreign 
corporation meeting the stock owner- 
ship requirements of a foreign personal 
holding company is changed to con- 
form to the requirements of foreign 
law or because bona fide foreign busi- 
ness reasons make such a change 
necessary or desirable and the other 
applicable provisions of paragraph (b) 
(1) of this section are satisfied. 

(c) Special rule for certain cor- 
porations. (1) A corporation (other 
than a corporation to which subpara- 
graph (4) or (5) of this paragraph 
applies) may change its annual ac- 
counting period without the prior ap- 
proval of the Commissioner if all the 
conditions in subparagraph (2) of 
this paragraph are met, and if the 
corporation files a statement with the 
district director with whom the re- 
turns of the corporation are filed at or 
before the time (including extension) 
for filing the return for the short 
period required by such change. * * * 


(2) * & 

(iv) If a corporation had a special 
status either for the short period or 
for the taxable year immediately pre- 
ceding such short period, it must have 
the same special status for both the 
short period and such taxable year 
(for the purpose of this subdivision, 
special status includes only: a per- 


sonal holding company, a corporation 
that is an exempt organization, a for- 
eign corporation not engaged in a 
trade or business within the United 
States, a Western Hemisphere trade 
corporation, and a China Trade Act 
corporation) ; and 
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(5) A controlled foreign corpora- 
tion (as defined in section 957) or a 
foreign corporation that meets the 
stock ownership requirements of a 
foreign personal holding company (as 
defined in section 552) may change 
its taxable year only if it secures the 
prior approval of the Commissioner 
in accordance with paragraph (b) (1) 
and (3) of this section. A controlled 
foreign corporation or a foreign cor- 
poration that meets the stock owner- 
ship requirements of a foreign per- 
sonal holding company that is not sub- 
ject to United States income tax shall 
be treated for the purposes of this sec- 
tion as a taxpayer within the meaning 


of section 7701(a) (14). 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved February 14, 1977. 


Henry C. SrockE Lt, Jr. 
Acting General Counsel. 


(Filed by the Office of the Federal Regis- 
ter on February 28, 1977, 3:42 p.m., 
and published in the issue of the Federal 
Register for March 3, 1977, 42 F.R. 
12178) 


26 CFR 1.442-1: Change of annual ac- 
counting period. 


Whether a private foundation may 
change its annual accounting period in 
conjunction with a notice of termination 
of private foundation status enabling it to 
begin its 60-month termination period on a 
date prior to the date its next taxable year 
would have begun. See Rev. Rul. 77-113, 
page 152. 
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Part Il.—Methods of Accounting 
Subpart A.—Methods of Accounting in General 





Section 446.—General Rule for 
Methods of Accounting 
26 CFR 1.446-1: General rule for methods 
of accounting. 
(Also Sections 451, 481; 1.451-3, 1.481-1.) 
Completed contract method of 
accounting; cost plus contracts. A 
taxpayer engaged in the construc- 
tion business whose contracts are 
not completed within the taxable 
year in which they are entered into 
may report the income from “cost 
plus a percentage of cost,” “cost 
plus a fixed fee,” or “cost plus with 
a guaranteed maximum” contracts 
on the completed contract method 
of accounting; Rev. Rul. 74-129 
amplified. 


Rev. Rul. 77-38 


A taxpayer is engaged in the con- 
struction business and the perform- 
ance of its contracts are not com- 
pleted within the taxable year in 
which they are entered into. The con- 
tracts consist of “cost plus a percent- 
age «if cost”, “cost plus a fixed fee”, 
and “cost plus with a guaranteed 
maximum” contracts. 

Held, the reporting of “cost plus a 
percentage of cost”, “cost plus a 
fixed fee”, and “cost plus with a guar- 
anteed maximum” contracts on the 
completed contract method of ac- 
counting is an acceptable method of 
accounting for Federal income tax 
purposes. 

A taxpayer wishing to change its 
method of accounting for “cost plus 
a percentage of cost”, “cost plus a 
fixed fee”, and “cost plus with a guar- 
anteed maximum” contracts to the 
completed contract method must ob- 
tain the approval of the Commissioner 
in accordance with the provisions of 
section 446 of the Internal Revenue 
Code of 1954 and section 1.446-1(e) 
of the Income Tax Regulations. 

Rev. Rul. 74-129, 1974-1 C.B. 109, 
is amplified. 
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26 CFR 1.446-1: General rule for methods 
of accounting. 

(Also Sections 461, 701, 704, 722, 752; 
1.461-1, 1.701-1, 1.704-1, 1.722-1, 1.752- 
1.) 

Motion picture film production- 
service partnership costs. The tax 
treatment is shown for motion pic- 
ture film production-service part- 
nership costs, with respect to a 
Jimited partnership. 


Rev. Rul. 77-125 + 


Advice has been requested regard- 
ing the treatment of motion picture 
film production costs under the cir- 
cumstances described below. 

P is a limited partnership formed 
under the laws of state M in January 
1973, to produce motion picture films. 
P is recognized as a limited partnership 
for Federal income tax purposes. Upon 
its formation, a number of investors 
made capital contributions to P total- 
ling 4x dollars in exchange for limited 
partnership interests in P as fixed by 
the partnership agreement. 

In January, 1973, P entered into a 
contract (the contract) with corpora- 
tion X, the owner of the production 
rights to a proposed film, to produce 
such film. P’s services were to include 
hiring of actors, photographing the 
production, editing the film, and 
handling the film’s financial and 
budget aspects. 

Production of the film was financed 
by the 4x dollars contributed by the 
partners of P and by a nonrecourse 
loan of 11x dollars from an unrelated 
lending institution. The loan was made 
in P’s name and provided for fixed 
minimum payments on specified dates 
in 1976, 1977, 1978, and 1979. P as- 
signed its contract rights with X as 
security for the loan, and payments on 
the loan were to be accelerated to the 
extent that payments under the con- 
tract exceeded the minimum payments 
due on the loan. P had no liability on 
the loan in excess of the amounts re- 
ceived under its contract with X. X, 
however, guaranteed repayment of 


1 Also released as IR-1785, dated March 29, 1977. 
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the loan. For purposes of this Revenue 
Ruling it is assumed that X is not 
engaged in a joint venture with P and 
that X is not a partner in P. It is also 
assumed that P is an independent 
contractor with respect to X. 


P was to receive 19x dollars from 
X for its services. X was not personally 
liable for this amount, which was pay- 
able solely from the proceeds of the 
film. All proceeds of the film in excess 
of distribution costs were assigned by 
X to P as security for the contract. P, 
in turn, assigned its rights to the pro- 
ceeds to the lenders until the loan was 
repaid. Thus, under the contract P 
was to receive 100 percent of all pro- 
ceeds in excess of distribution costs 
until P had received 12x dollars. How- 
ever. 11x dollars of this amount were 
to be paid to the lenders to satisfy the 
loan. Thereafter P was to receive 10 
percent of the proceeds but not more 
than 7x dollars. Neither P nor any 
of its partners owned any interest 
either directly or indirectly in either 
the rights to make film or the com- 
pleted negative by reason of the serv- 
ices performed by them, nor did they 
acquire such interest by reason of their 
production of the film. 

The contract provided that a film 
acceptable to X, under agreed specifi- 
cations, was to be delivered by P in 
1973. P elected to use the cash re- 
ceipts and disbursements method of 
accounting. In 1973 P reported no 
gross receipts on the film and de- 
ducted production expenditures of 
15x dollars for a net loss of 15x dol- 
lars. 

The specific issues presented are: ° 

(1) Whether the nonrecourse loan 
represents a liability of P, and 

(2) Whether expenditures “in- 
curred” by P in performing services 
in connection with the production of 
the film are deductible for the year in 
which such expenditures were paid. 


Issue #1: 


Section 701 of the Internal Reve- 
nue Code of 1954 provides, in part, 
that a partnership as such is not sub- 


ject to Federal income tax. That sec- 
tion further provides that persons 
carrying on business as partners are 
liable for Federal income tax only in 
their separate or individual capacities. 

Section 704(a) of the Code pro- 
vides, in part, that a partner’s dis- 
tributive share of income or loss shall 
be determined by the partnership 
agreement. 

Section 704(d) of the Code pro- 
vides, in part, that a partner’s dis- 
tributive share of partnership loss 
shall be allowed only to the extent of 
the adjusted basis of such partner’s 
interest in the partnership at the end 
of the partnership year in which such 
loss occurred. 

‘Section 722 of the Code provides, 
in part, that the basis of an interest in 
a partnership acquired by a contribu- 
tion of money to the partnership shall 
be the amount of such money. 

Section 752(a) of the Code pro- 
vides, in part, that any increase in a 
partner’s share of the liabilities of a 
partnership shall be considered as a 
contribution of money by such part- 
ner to the partnership. 

Section 1.752-1(e) of the Income 
Tax Regulations provides, in part, 
that where none of the partners has 
any personal liability with respect to 
a partnership liability, then all part- 
ners, including limited partners, shall 
be considered as sharing such liability 
under section 752(c) of the Code in 
the same proportion as they share the 
profits. 

In order for the nonrecourse loan 
made by the lending institution to be 
added to the bases of P’s partners in 
their partnership interests, it must be 
determined that such loan is, in sub- 
stance, a liability of P. 

In Carnegie Productions, Inc., 59 
T.C. 642 (1973), a company pro- 
viding services in the production of 
films financed production with loans 
from the distributor and from third 
parties. The distribution proceeds were 
to be allocated first to payment of 
distribution fees. The next accruing 
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proceeds were assigned to the third 
party lenders and to the distributor in 
repayment of the loans. Thereafter, 
the proceeds were to be divided evenly 
between the producer and distributor. 
The loans were nonrecourse as to the 
producer and were guaranteed by the 
distributor. 

The producer claimed that it owned 
a depreciable interest in the film, the 
basis of which included the nonre- 
course loans. The United States Tax 
Court denied the producer’s claim for 
a depreciation deduction because the 
producer had none of the incidents of 
ownership in the film and had made 
no investment and incurred no costs 
in the production of the film. The 
court stated that the total cost of pro- 
duction had come from the distributor, 
either directly or on account of its 
guarantees. Thus, the producer had 
a zero basis in its profits interest. The 
court also denied the producer’s claim 
for an interest deduction because the 
producer had incurred no indebted- 
ness. 

The loans in the present case are 
analogous to the loans in Carnegie. 
In both cases the loans are in form 
nonrecourse as to the producer and 
guaranteed by the film owner. Addi- 
tionally, in both cases all proceeds ac- 
cruing after payment of distribution 
fees are assigned to the lenders until 
the loans are repaid. The Carnegie 
court recognized that the loans had 
in substance been made to the distribu- 
tor who was personally liable for their 
repayment and that expenditures from 
the loan proceeds therefore did not 
constitute costs incurred by the pro- 
ducer. Similarly in this case, the loan 
was in substance made to X who is 
also personally liable for its repay- 
ment. P’s only relation to the loan is 
its formal status as maker. The loan 
is not an indebtedness of P because 
satisfaction of the loan is to come 
from earnings from the film owned by 
X, or from X’s payment under its 
guarantee agreement. Consequently, 
X, as guarantor of the loan and the 
owner of the property securing the 


loan, is considered the true borrower 
of the funds for Federal income tax 
purposes. The payments made by P 
out of the proceeds of the 11x dollars 
are thus considered to be disbursed by 
P as agent of X. 

Accordingly, expenditures made 
from the proceeds of the loan do not 
constitute expenditures incurred by P. 
Moreover, the bases of the limited 
partners in their partnership interests 
are their respective capital contribu- 
tions and do not include any portion 
of the loan. Thus, any losses incurred 
by P cannot exceed the 4x dollars in- 
vested by the limited partners, and the 
share of such losses deductible by any 
partner cannot exceed such partner’s 
capital contribution. Finally, the dis- 
tribution payments applied in satis- 
faction of the loan do not constitute 
income to P. 


Issue #2: 


As explained above, only 4x dollars 
of the expenditures were incurred by 
P on its own behalf. The remaining 
issue is the proper method of account- 
ing for such expenditures. 

Section 446(a) of the Code pro- 
vides that taxable income shall be com- 
puted under the method of account- 
ing on the basis of which a taxpayer 
regularly computes income in keeping 
the taxpayer’s books. 

Section 446(b) of the Code and sec- 
tion 1.446-1(a) (2) of the regulations 
provide, in part, that, if the method of 
accounting used by the taxpayer does 
not clearly reflect income, the compu- 
tation of taxable income shall be made 
under such method as in the opinion 
of the Commissioner of Internal Reve- 
nue does clearly reflect income. 

Section 461(a) of the Code pro- 
vides that the amount of any deduc- 
tion allowed by subtitle A shall be 
taken for the taxable year that is the 
proper taxable year under the method 
of accounting used in computing tax- 
able income. 

Section 1.461-1(a) (1) of the regu- 
lations state that if an expenditure 
results in the creation of an asset hav- 
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ing a useful life that extends substan- 
tially beyond the close of the taxable 
year, such expenditure may not be 
deductible or may be deductible only 
in part for the taxable year in which 
made. 

Section 446(c) (1) of the Code pro- 
vides that, subject to the provisions 
of section 446(a) and (b), a taxpayer 
may compute taxable income under 
the cash receipts and disbursements 
method; an accrual method; any 
other method permitted by subchapter 
E of Subtitle A, or any combination 
of the foregoing method (hybrid 
method) permitted under regulations 
prescribed by the Secretary of the 
Treasury or the Secretary’s delegate. 

Section 1.446-1(a) (1) of the regu- 
lations provides, in part, that the term 
“method of accounting” includes not 
only the over-all method of account- 
ing of the taxpayer but also the ac- 
counting treatment of any item. 

Section 461 and the regulations 
thereunder control the time for the al- 
lowance of deductions. The timing 
authority in section 461 is subject to 
the distortion of income standard in 
section 446(b). See Burck v. Com- 
missioner, 533 F. 2d 768 (2d Cir. 
1976) ; James V. Cole, 64 T.C. 1091 
(1975); and Andrew A Sandor, 62 
T.C. 469 (1974), aff'd per curiam, 
536 F. 2d 874 (9th Cir. 1976). In the 
present case the deduction of expendi- 
tures in the year incurred which are 
the cost of acquiring the contract 
right to share the film’s proceeds in 
later years results in a substantial dis- 
tortion of income. These expenses 
therefore are not currently deductible. 

Rev. Rul. 60-358, 1960-2 C.B. 68, 
as amplified by Rev. Rul. 64-273, 
1964-2 C.B. 62, provides that because 
of the uneven flow of income derived 
from leased or rented motion picture 
films and because the usefulness of 
such assets is best measured by the 
flow of income rather than the passage 
of time, the income forecast method 
of depreciation is an acceptable method 
for computing a reasonable allowance 
for depreciation of the cost of such 
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films under section 167(a) of the Code. 
See also, Judith Schneider, 65 T.C. 
18, 32-33 (1975). The income forecast 
method requires the application of a 
fraction, the numerator of which is the 
income from the films for the taxable 
year in question and the denominator 
of which is the forecasted or estimated 
total income to be derived from the 
films during their useful life. This 
fraction is multiplied by the costs of 
the films to arrive at the allowable 
deduction for that taxable year. Ab- 
sent clear evidence to the contrary, 
recovery of the films’ costs in this 
manner will clearly reflect the uneven 
flow of income. 


Although P owns a contract right 
to compensation for services rather 
than a depreciable interest in the film, 
recovery of the cost of the contract 
right is directly related to the uneven 
flow of income from the film and the 
usefulness of such a right is best meas- 
ured by that flow of income rather 
than the passage of time. 

Accordingly, under the cash receipts 
and disbursements method of account- 
ing, P’s income will be clearly reflected 
if the 4x dollars cost of P’s contract 
right is recovered under an appropriate 
income forecast method. Under this 
method P’s out-of-pocket cost (4x 
dollars) would be multiplied by a frac- 
tion, the numerator of which will be 
the income received by P (the pro- 
ducer) under the contract, excluding 
payments on the loan, and the denomi- 
nator will be the total amount of in- 
come which P may reasonably expect 
to receive under the contract with X 
also excluding payments on the loan. 
These amounts should normally be 
determined in a manner consistent 
with the income forecast computation 
employed for the film. 


26 CFR 1.446-1: General rule for methods 
of accounting. 


(Also Section 481; 1.481-1.) 


Change of accounting method; 
cost computation for finished 
goods. The Service will not follow 
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the Korn Industries, Inc. decision 
holding that a taxpayer’s change in 
its standard cost compuiation for 
finished goods to include 14 cost 
elements, where previously only 11 
had been included, resulting in an 
opening inventory in a tax year in 
excess of its closing inventory from 
the preceding year was not a 
change in accounting method but 
rather the correction of a mathe- 
matical or posting error. 


Rev. Rul. 77-134 


Advice has been requested whether 
the Internal Revenue Service will 
follow the decision in Korn Industries, 
Inc. v. United States, 532 F. 2d 1352 
(Ct. Cl. 1976), where the United 
States Court of Claims held that the 
taxpayer's change in its standard cost 
computation for finished goods to in- 
clude 14 cost elements, where previ- 
ously only 11 had been included, was 
not a change of accounting method 
but rather the correction of a mathe- 
matical or posting error. 

In Korn Industries, Inc. the tax- 
payer, a manufacturer of furniture, 
computed the value of its inventories 
on the basis of a standard cost method. 
The taxpayer inventories raw ma- 
terials, work-in-process, and finished 
goods, and at the beginning of each 
year developed a standard cost for 
each part and piece: of furniture at 
each stage of the manufacturing 
process. In determining the standard 
cost for raw materials, work-in-process, 
and finished goods, the valuation re- 
quired the inclusion of 14 elements of 
material cost. 

For fiscal years ending November 
30, 1965, through November 30, 1968, 
the taxpayer included all 14 cost ele- 
ments in the standard cost of raw ma- 
terials and work-in-process but in- 
cluded only 11 cost elements in the 
standard cost of finished goods. The 
taxpayer revised its finished goods 
standard cost computation for opening 
inventories for fiscal year ending No- 
vember 30, 1969, to include all 14 
cost elements. This revision resulted in 





the taxpayer’s opening inventory as of 
December 1, 1968, being valued 
$78,378 greater than its closing inven- 
tory as of November 30, 1968. The 
court ruled that the finished goods 
standard cost revision was a correction 
of an error analagous to a mathe- 
matical or posting error and was not 
a change in method of accounting. 

Section 481(a) of the Internal Rev- 
enue Code of 1954 requires that certain 
adjustments be made if a taxpayer 
changes a method of accounting used 
in computing taxable income. 

Section 1.481-1(a)(1) of the In- 
come Tax Regulations incorporates the 
standards of section 446(e) of the 
Code and section 1.446-1(e) of the 
regulations for purposes of the concept 
of change in method of accounting 
under section 481 of the Code. 

Section 446(e) of the code states, 
in part, that a taxpayer who changes 
its method of accounting on the basis 
of which it regularly computes its in- 
come in keeping its books shall secure 
the consent of the Secretary of the 
Treasury before computing its taxable 
income on the new method. 

Section 1.446-1(e) (2) (ii) (a) of the 
regulations states, in part, that a 
change of accounting method includes 
a change in the overall plan of ac- 
counting for gross income or deduc- 
tions, as well as a change in any 
material item within the plan, and 
a method of accounting is not estab- 
lished for an item unless there is a 
pattern of consistent treatment. A 
material item is defined as any item 
that involves the proper time for the 
inclusion of the item in income or the 
taking of a deduction. 

Section 1.446-1(e) (2) (ii) (c) of the 
regulations states that a change in 
the treatment of any material item 
used in an overall plan for identifying 
or valuing inventory is a change of 
accounting method. 

A change of accounting method can 
involve a change in a taxpayer's over- 
all method of accounting or a change 
in any material item within the overall 
method. A material item is any item 
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that involves the proper time for 
including an item of income or deduct- 
ing an item of expense. In addition, if 
a taxpayer has consistently treated an 
item of income or expense in a partic- 
ular manner, any change from that 
consistent treatment is a change of 
accounting method regardless of 
whether the consistent treatment was 
a proper method of accounting. 

By including only 11 items in its 
standard cost computation for finished 
goods, the taxpayer in Korn Industries, 
Inc. established a consistent pattern of 
treating both the 11 cost elements 
included as well as the three cost ele- 
ments that were excluded. Further- 
more, the three cost elements that were 
excluded are material items because 
they involve the proper timing of items 
of income or expense. Since the tax- 
payer in Korn Industries, Inc. estab- 
lished a consistent pattern of treating 
material items, any change from that 
consistent pattern is a change of ac- 
counting method. 

Additionally, the three omitted items 
are material items used in an overall 
plan for valuing inventory. The tax- 
payer's change in their treatment is 
therefore also a change in method of 
accounting under section 1.446-1(e) 
(2) (ii) (c) of the regulations. 

Accordingly, in Korn Industries, 
Inc., the taxpayer has changed its 
method of accounting under section 
446 of the Code and such a change 
requires the consent of the Secretary. 
Furthermore, such a change is subject 
to the provisions of section 481 and 
the regulations thereunder. 

The Service will not follow the de- 
cision in Korn Industries, Inc. 


26 CFR 1.446-1: General rule for methods 
of accounting. 

(Also Sections 61, 163, 451, 461; 1.61-1, 
1.163-1, 1.451-1, 1.461-1.) 

Accounting methods; interest in- 
some and deductions; Graduated 
Payment Mortgages. The proper 
method is discussed for reporting 
interest income by mortgagees and 
interest deductions by mortgagors 


under Graduated Payment Mort- 
gage Plans implemented by the 
Department of Housing and Urban 
Development. 


Rev. Rul. 77-135 


Advice has been requested concern- 
ing the proper method of accounting, 
within the meaning of section 446 of 
the Internal Revenue Code of 1954, 
for reporting interest income by the 
mortgagee and the interest deduction 
by the mortgagor on mortgages issued 
under an insured program for Gradu- 
ated Payment Mortgages (GPM). 

The GPM program was imple- 
mented by the Department of Housing 
and Urban Development under the 
Experimental Finance Program (Sec- 
tion 245 of the National Housing 
Act), which was enacted as a part of 
the Housing and Community Develop- 
ment Act of 1974, 12 U.S.C. section 
1715z-10 (Supp. 1975). The GPM 
program provides for the insurance of 
mortgages made by private lenders to 
certain eligible individuals. The mort- 
gages provide for varying rates of 
amortization corresponding to antici- 
pated variations in family income. 

Under the GPM program, the mort- 
gagor pays to the mortgagee the prin- 
cipal amount borrowed, plus interest 
at a fixed rate per annum on the un- 
paid mortgage balance. Five specific 
plans for the payment of principal 
and interest are authorized. Each plan 
provides for annual increases in 
monthly payments for a fixed period 
of years with level payments made 
thereafter. Three plans permit five 
years of increasing payments with 
annual increases at 2.5, 5, and 7.5 
percent respectively, and two plans 
permit ten years of increasing pay- 
ments with annual increases at 2 and 
3 percent respectively. During each 
year monthly payments for that par- 
ticular year will be level. The increases 
will occur annually. Starting in the 
sixth year, for the five year plans, or 
in the eleventh year, for the ten year 


1 Also released as IR-1795, dated April 15, 1977. 
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plans, the monthly payments will be 
level for the remaining term. 

Under a “PM plan, payments re- 
ceived by the mortgagee in the early 
years of the mortgage term are less 
than the amount of interest owed on 
the loan. This results in an increase in 
the unpaid balance of the loan. The 
deferred interest will be added to the 
unpaid balance of the loan monthly. 
Future interest will be computed on 
the increased unpaid mortgage balance 
of the loan. 


In the case of default under a 
GPM plan, the entire unpaid balance 
of the loan plus accrued interest be- 
comes due and payable at once. Thus, 
any deferred interest would become 
payable at the time of default. Also, 
should a mortgagor prepay the debt in 
whole under a GPM plan, any de- 
ferred interest would be payable to 
the mortgagee. 

Section 446 of the Code generally 
requires that taxable income shall be 
computed under the method of ac- 
counting on the basis of which the tax- 
payer regularly computes income in 
keeping its books unless that method 
does not clearly reflect income. 

Section 1.446-1(c)(1)(i) of the 
Income Tax Regulations provides, in 
part, that generally under the cash 
receipts and disbursements method of 
accounting, all items that constitute 
gross income are to be included for 
the taxable year in which actually or 
constructively received. Expenditures 
are to be deducted for the taxable year 
in which actually made. 


Section 461 (a) of the Code provides 
that the amount of any deduction or 
credit shall be taken for the taxable 
year that is the proper taxable year 
under the method of accounting used 
in computing taxable income. 

Section 1.461-1(a)(1) of the regu- 
lations provides, in part, that under 
the cash receipts and disbursements 
method of accounting, amounts repre- 
senting allowable deductions shall, as 
a general rule, be taken into account 
for the taxable year in which paid. 
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Section 446 


Section 1.461-1(a) (2) of the regu- 
lations provides, in part, that under 
an accrual method of accounting an 
allowable deduction is deductible for 
the taxable year in which all the events 
have occurred that determine the fact 
of the liability and the amount thereof 
can be determined with reasonable 
accuracy. 


Section 451(a) of the Code pro- 
vides that the amount of any item of 
gross income shall be included in the 
gross income for the taxable year in 
which received by the taxpayer, un- 
less, under the method of accounting 
used in computing taxable income, 
such amount is to be properly ac- 
counted for as of a different period. 


Section 1.451-1(a) of the regula- 
tions provides, in part, that under an 
accrual method of accounting income 
is includible in gross income when all 
the events have occurred that fix the 
right to receive such income and the 
amount thereof can be determined 
with reasonable accuracy. Under the 
cash receipts and _ disbursements 
method of accounting, such an amount 
is includible in gross income when 
actually or constructively received. 


With respect to the accrual basis 
taxpayer, all the events that fix the 
right to receive income occur when 
(1) the required performance occurs, 
(2) payment therefor is due, or, (3) 
payment therefor is made, whichever 
happens earliest. In applying this rule 
to the accrual of interest income, per- 
formance occurs when the lender al- 
lows the borrower to use the lender’s 
money. When the lender has done this 
for one day, one day’s performance 
has occurred and one day’s interest 
accrues (assuming that payment has 


not already been made or become 
due). 


Accordingly, if the accrual method 
of accounting is used, the interest un- 
der a GPM plan is includible in the 
gross income of the mortgagee in the 
taxable year in which it acquires a 
fixed right to receive such interest, 
and is deductible by the mortgagor 
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in the taxable year in which the fact 
of the liability is determined. Under 
the terms of the GPM plans, interest 
accrues at a fixed rate per annum on 
the unpaid mortgage balance. Thus, 
the mortgagee has acquired a fixed 
right to receive such interest and 
would include the total amount ac- 
crued each year in gross income in 
the taxable year accrued, even though 
the interest may not be received until 
a later year, and the mortgagor is en- 
titled to deduct a corresponding 
amount, even though the interest may 
not be paid until a later year. 

Under the cash method partial pay- 
ments for the discharge of indebted- 
ness are, in the absence of an agree- 
ment to the contrary, applied first 
toward the reduction of interest due 
and then toward principal. Rev. Rul. 
70-647, 1970-2 C.B. 38, Estate of 
Bowen v. Commissioner, 2 T.C. 1 
(1943) , acq., 1943 C.B. 3. 

Thus, if the cash receipts and dis- 
bursements method of accounting is 
used, the interest under a GPM plan 
is includible in the income of the 
mortgagee for the taxable year in 
which actually or constructively re- 
ceived, and is deductible by the mort- 
gagor in the year paid. The addition 
of the unpaid interest to the note does 
not constitute a payment or receipt of 
interest. For the early years of the 
mortgage term, when the amount of 
monthly payment does not fully cover 
the interest owed, the entire amount 
represents interest, and is includible in 





the income of the mortgagee when re- 
ceived, and deductible by the mort- 
gagor when paid. That part of the in- 
terest owed, but not paid, is not in- 
cluded in income by the mortgagee 
until received, and is not allowed as a 
deduction to the mortgagor until paid. 
For subsequent years of the mortgage 
term, when the amount of the pay- 
ments has increased to the extent that 
it now exceeds the current interest 
charge owed, the excess is to be ap- 
plied against the unpaid balance of the 
loan. This excess will be treated as dis- 
charging first that part of the unpaid 
balance of the loan that represents ac- 
cumulated interest carried over from 
prior years and will be included in in- 
come by the mortgagee and deducted 
by the mortgagor as interest at that 
time. 

The application of the above para- 
graphs may be illustrated by the fol- 
lowing example: 

X, a lending institution, made a 
30,000 dollar, 30 year mortgage with 
interest at 8 percent to A, an indi- 
vidual, that is insured under the GPM 
program. X uses the accrual method 
of accounting and A uses the cash re- 
ceipts and disbursements method of 
accounting, A and X are using a five 
year GPM plan. Under this GPM 
plan payments increase 2.5 percent 
annually for five years and remain 
level thereafter. 

The relevant figures for the first six 
years of this plan are stated in the 
table below. 





Interest Interest Unpaid 

Due Paid Balance 

Beginning Total (Accrual (Cash Unpaid Increase 

Year Balance Payments Method) Method) Balance (decrease) 

1 $30,000 $2,517 $2,551 $2,517 $30,034 $34 
2 30,034 2,580 2,552 2,580 30,006 ($28) 

3 30,006 2,644 2,546 2,552 29,908 ($98) 

4 29908 2,711 2,536 2,536 29,733 ($175) 

5 29,733 2,778 2,517 2,517 29,472 ($261) 

6 29,472 2,848 2,492 2,492 29,116 ($356) 


In this situation, interest will be de- 
ducted by A when paid. For example, 
A will deduct 2,517 dollars in year 1, 
2,980 dollars in year 2, 2,552 dollars 


in year 3, and 2,492 dollars in year 6. 
In year 1, X must include in income 
the total amount of interest due (ac- 
crued), 2,551 dollars, even though X 
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will receive only 2,517 dollars. The 
difference, 34 dollars, will increase the 
unpaid balance of the loan. Future in- 
terest will be computed on the in- 
creased amount, the unpaid balance. 
For example, X will include 2,552 dol- 
lars in income in year 2, 2,546 dollars 
in year 3, and 2,492 dollars in income 
in year 6. 


26 CFR 1.446-1: General rule for methods 
of accounting. 


Whether a taxpayer who changes the 
method of accounting for depreciation 
shall, before computing taxable income 
upon such new method, secure the consent 
of the Commissioner. See Rev. Rul. 77-9, 
page 59. 


26 CFR 1.446-1: General rule for methods 
of accounting. 


Whether an insurance company, in com- 
puting its taxable income, may accrue the 
potential liability for the redemption of un- 
matured coupon certificates under the type 
of coupon life insurance policy described. 
See Rev. Rul. 77-39, page 191. 





Subpart B.—Taxable Year for Which Items of 
Gross Income Included 





Section 451.—General Rule for 
Taxable Year of Inclusion 


26 CFR 1.451-1: General rule for taxable 
year of inclusion. 


The proper method of accounting, within 
the meaning of section 446 of the Internal 
Revenue Code of 1954, for reporting inter- 
est income by the mortgagee and interest 
deduction by the mortgagor on mortgages 
issued under a Graduated Payment Mort- 
gage Plan implemented by the Department 
of Housing and Urban Development. See 
Rev. Rul. 77-135, page 133. 


26 CFR 1.451-1: General rule for taxable 
year of inclusion. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil 
and gas well to a specified depth at a 
designated location on a leased tract or 
parcel of land, a taxpayer receives from 
the lessee the assignment of the entire 
working interest in the drill site and an 
undivided fraction of the working interest 
in the portion of the tract or parcel of 
land exclusive of the drill site. See Rev. 
Rul. 77-176, page 77. 


26 CFR 1.451-3: Long-term contracts. 


Whether the reporting of “cost plus a 
percentage of cost,” “cost plus a fixed fee,” 
and “cost plus with a guaranteed maxi- 
mum” contracts on the completed contract 
method of accounting is an acceptable 
method of accounting for Federal income 
tax purposes. See Rev. Rul. 77-38, page 
page 129. 





Section 453.—Installment Method 


26 CFR 1.453-1: Installment method of 
reporting tncome. 

Installment sale; indemnification 
agreement. An agreement to in- 
demnify the purchaser for breach 
of certain warranties and represen- 
tations by set-off against the pur- 
chase price does not make the orig- 
inal contract price indeterminable 
to preclude the seller from using 
the installment method of report- 
ing gain. 


Rev. Rul. 77-56 


Advice has been requested whether, 
under the circumstances described be- 
low, the taxpayer may elect to report 
the income from the sale of stock on 
the installment method of accounting 
under section 453 of the Internal Rev- 
enue Code of 1954. 

The taxpayer, an individual, owned 
all of the stock of X corporation. On 
January 1, 1976, the taxpayer sold all 
of the stock of X to Z company for $70 
per share. The selling price exceeded 
$1,000 and the taxpayer wants to re- 
port the gain on the installment 
method under section 453 of the Code. 
After the sale the taxpayer had no in- 
terest in or control of X or Z. The tax- 
payer received for each share of X 
stock $10 cash in the year of sale. The 
balance is payable in twenty consecu- 
tive semi-annual installments, the first 
of which is payable March 31, 1977. 

In connection with the sale of X 
stock to Z, the taxpayer was required 
to make certain representations and 
warranties pertaining to the assets, 
liabilities and business of X and, in 
addition, to guarantee that Z would 
acquire valid and marketable title to 
X’s stock. 


Section 453 


The taxpayer agreed to indemnify 
Z for any loss sustained or expense 
incurred as a result of a breach of any 
representation or warranty. The right 
of indemnification extends for a pe- 
riod of 1 year from the date of sale for 
inventory losses and 4 years for specific 
losses other than inventory. Any 
amount that becomes due Z under the 
indemnity agreement may be recov- 
ered only by means of an offset against 
the unpaid balance of the purchase 
price. 

Section 453(b) of the Code pro- 
vides, in part, that income from the 
casual sale of personal property for a 
price exceeding $1,000 may be re- 
ported on the installment method of 
accounting in the manner prescribed 
in section 453(a), if, in the year of 
sale, there are no payments, or the 
payments (exclusive of evidence of in- 
debtedness of the purchaser) do not 
exceed 30 percent of the selling price. 
Section 453(a)(1) provides for the 
reporting of income on the installment 
method of accounting as the install- 
ment payments are actually received. 

The question is whether the exist- 
ence of the agreement providing for 
indemnification for breaches of war- 
ranties and representations, by a set- 
off against the purchase price, makes 
the total contract price indeterminable 
and, thereby, precludes the use of the 
installment method of accounting for 
the sale. 


In J.P. Jerpe v. Commissioner, 45 
B.T.A. 199 (1941), acq., 1942-1 C.B. 
9, when a taxpayer elected the install- 
ment method of reporting the gain on 
the sale of stock, the cancellation of 
two payments in a later year did not 
affect the taxpayer’s election to use 
the installment method. The taxpayer 
in that case was required to recompute 
the percentage of gain to be reported 
upon the basis of subsequent install- 
ment payments. See also Rev. Rul. 
72-570, 1972-2 C.B. 241. 


Where, as here, the seller has a po- 
tential liability that is contingent upon 
the breach of one or more warranties 
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or representations, the existence of that 
contingency does not make the original 
contract price indeterminable. The 
purchaser’s obligation to pay the total 
contract price is fixed regardless of 
whether it is satisfied by payment or 
by an offset against the purchase price. 


Accordingly, for the calendar year 
1976, the taxpayer may elect the in- 
stallment method of reporting gain on 
the sale of X stock to Z. Further, if 
such an election is made, the taxpayer 
must continue to use the installment 
method with respect to that transac- 
tion even though in a later year the 
percentage of gain to be reported must 
be recomputed because the purchaser 
exercised the right of offset due to a 
breach of warranty or representation. 





Subpart C.—Taxable Year for Which Deductions 
Taken 





Section 461.—General Rule for 
Taxable Year of Deduction 


26 CFR 1.461-1: General rule for taxable 
year of deduction. 


Whether an insurance company, in com- 
puting its taxable income, may accrue the 
potential liability for the redemption of un- 
matured coupon certificates under the type 
of coupon life insurance policy described. 
See Rev. Rul. 77-39, page 191. 


26 CFR 1.461-1: General rule for taxable 
year of deduction. 


Whether certain nonrecourse loans repre- 
sent liabilities of “‘production-service part- 
nerships” engaged in making motion pic- 
tures and whether certain expenditures in- 
curred by such partnerships are deductible 
for the year in which paid. See Rev. Rul. 
77-125, page 130. 


26 CFR 1.461-1: General rule for taxable 
year of deduction. 


The proper method of acounting, within 
the meaning of section 446 of the Code, 
for reporting interest income by the mort- 
gagee and interest deduction by the mort- 
gagor on mortgages issued under a Grad- 


uated Payment Mortgage Plan imple- 
mented by the Department of Housing 
and Urban Development. See Rev. Rul. 
77-135, page 133. 





Subpart D.—Inventories 





Section 471.—General Rule for 
Inventories 


26 CFR 1.471-2: Valuation of inventories. 


Treatment of a casualty loss to inven- 
toriable assets attributable to a disaster for 
purposes of the Self-Employment Contri- 
butions Act. See Rev. Rul. 77-94, page 265. 


26 CFR 1.471-6: Inventories of livestock 
raisers and other farmers. 

(Also Sections 61, 162, 7805; 1.61-4, 1.162- 
12, 301.7805-1.) 


Rev. Rul. 77-64' 


Rev. Rul, 76-242, 1976-1 C.B. 132, 
provides that for the purpose of com- 
puting gross income: (1) farmers us- 
ing an accrual method of accounting 
must inventory growing crops; (2) a 
taxpayer operating a nursery using an 
accrual method of accounting must 
inventory growing trees; and (3) flor- 
ists using an accrual method of ac- 
counting must inventory growing 
plants, unless such taxpayer uses the 
crop method. 

Because Rev. Rul. 76-242 revoked 
I.T. 1368, I-1 C.B. 72 (1922) and 
O.D. 995, 5 C.B. 63 (1921), it further 
provides that under the authority con- 
tained in section 7805(b) of the In- 
ternal Revenue Code of 1954, the pro- 
visions of Rev. Rul. 76-242 would not 
be applied to taxable years beginning 
before June 28, 1976. 

The effective date of Rev. Rul. 76- 
242 is changed so that the provisions 
set forth therein will not be applied 
to taxable years beginning before 
January 1, 1978. 

Rev. Rul. 76-242 is modified. 


1Also released as IR-1762, 
1977. 


dated February 25, 





26 CFR 1.471-11: Inventories of manufac- 
turers. 


Procedures to be followed in applying 
the full absorption method of inventory 
costing rules of 1.471-11 of the regulations 
in determining the earnings and profits of 
a controlled foreign corporation, as defined 
in section 957(a) of the Code, that is a 
manufacturer not engaged in a trade or 
business within the United States. See Rev. 
Proc. 77-19, page 584. 





Section 472.—Last-In, First-Out 
Inventories 


26 CFR 1.472-1: Last-in, first-out inven- 
tories. 

LIFO; price indexes for depart- 
ment stores. The January 1977 Bu- 
reau of Labor Statistics price in- 
dexes are acceptable for use by 
department stores employing the 
retail and last-in, first-out inventory 
methods of valuing inventories. 


Rev. Rul. 77-205 


The following price indexes for 
January 1977, published by the Bu- 
reau of Labor Statistics on March 1, 
1977, for use by department stores 
employing the retail inventory and 
last-in, first-out inventory methods, 
are accepted by the Internal Revenue 
Service, pursuant to section 1.472-1 
(k) of the Income Tax Regulations 
and Rev. Proc. 72-21, 1972-1 C.B. 
745, for appropriate application to 
inventories for taxable years of 12 
months ended December 31, 1976, 
and January 31, 1977. 


Indexes are given on a_ national 
basis for the store total, for 20 major 
groups of departments, and for two 
special combinations—soft and du- 
rable goods. The store total index 
covers all departments, including some 
not listed separately, with the follow- 
ing exceptions: candy, foods, liquor, 
tobacco, paints, and wallpaper, as well 
as contract departments. 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES, BY DEPARTMENT GROUPS 


(January 1941 = 100) 





Percentage 
Change from 
January 1976 








January January to 
Department Group 1976 1977 January 1977? 

5 ee Ce nee i se. 279.3 298.1 6.7 
II Domestics and Draperies _--__------- 328.2 346.9 5.7 
III Women’s and Children’s Shoes __.__-- 401.2 428.0 6.7 
IV Men’s and Boys’ Shoes ------------- 439.2 476.6 8.5 
V Gee We 300.0 324.4 8.1 
VI Women’s Underwear ~-__--.___---__ 257.9 276.1 7.1 
VII Women’s and Girls’ Hosiery --_-__--__ 167.4 173.6 3.7 
VIII Women’s and Girls’ Accessories _..__- 327.8 342.2 4.4 
IX Women’s Outerwear and Girls’ Wear — 302.5 301.3 — 4 
2 Miears “Chota? 322s. ....... 370.4 397.9 74 
XI Men’s Furnishings ----------------- 304.7 327.4 7.4 
XII Boys’ Clothing and Furnishings ~_---- 372 S279 6.7 
RE eee en ne ee 416.6 438.5 5.3 
RS NE 315.6 333.3 5.6 
XV _ Toilet Articles and Drugs ----------- 339.4 359.9 6.0 
XVI Furniture and Bedding -----_---_--- 368.4 381.9 3.7 
XVII Floor‘Covering ~................_.. 277.3 291.4 5.1 
Vil) Tweet > ckesein cc ccus....._... 445.7 467.9 5.0 
XIX Major Appliances ~---------------- 176.0 180.1 2.3 
XX Radio and Television _...-._--_.__-- 112.6 111.8 —./ 
Groups I - XV: Soft Goods____-- 326.8 341.9 4.6 
Groups XVI- XX: Durable Goods -- 307.5 318.4 3.5 
TN settee bite as ween 321.1 335.0 4.3 

1 Absence of a minus sign before percentage change in this column signifies price i 


26 CFR 1.472-2: Requirements incident to 
the adoption and use of LIFO inventory 
method. 

LIFO; financial conformity; write- 
downs on subnormal goods. A tax- 
payer that wrote down, for both in- 
come tax and financial reporting 
purposes, certain subnormal goods 
accounted for on the LIFO inven- 
tory method during 1975, is re- 
quired to make the special cost 
restoration for such subnormal 
goods in its 1976 taxable year as 
provided by Rev. Rul. 76-282 and 
Rev. Proc. 76-28. For financial re- 
porting purposes only, the special 
cost restoration is not required and 
the taxpayer may continue to take 
such writedowns in future years 





without violating the requirements 
of section 472(c) and (e) of the 
Code. 


Rev. Rul. 77-50° 


Advice has been requested concern- 
ing the application of the require- 
ments of section 472(c) and (e) of the 
Internal Revenue Code of 1954, to the 
situation described below. 

The taxpayer, a domestic corpora- 
tion, elected the last-in, first-out 
(LIFO) inventory method, as de- 
scribed in section 472 of the Code, for 
its taxable year ended December 31, 
1974. The taxpayer included certain 
subnormal goods, as described in sec- 


2 Also released as IR-1747, dated February 1, 1977. 


Section 472 


tion 1.471-2(c) of the Income Tax 
Regulations, in its LIFO election but 
valued such goods at less than actual 
cost for both Federal income tax pur- 
poses and financial reporting purposes. 
The taxpayer excluded other subnor- 
mal goods from the LIFO election. 
These goods were within the same 
class of goods as those with respect to 
which the LIFO election was made. 
During 1975 the taxpayer wrote down 
certain goods accounted for on the 
LIFO inventory method for both Fed- 
eral income tax purposes ahd financial 
reporting purposes because such goods 
became unsalable at normal prices or 
unusable in the normal way. To the 
extent subnormal goods are on hand 
on January 1, 1977, the taxpayer must 
include all such subnormal goods in 
its LIFO inventory at actual cost for 
the taxable year which ended Decem- 
ber 31, 1976 as provided in Rev. Rul. 
76-282, 1976-2 C.B. 137 and Rev. 
Proc. 76-28, 1976-2 C.B. 645. 

Although the taxpayer proposes to 
make the restorations of cost as re- 
quired by Rev. Rul. 76-282 and Rev. 
Proc. 76-28 for Federal income tax 
purposes, the taxpayer does not pro- 
pose to restore such writedowns for 
financial accounting purposes. The 
taxpayer also proposes to continue to 
take such writedowns for subnormal 
goods in subsequent years for financial 
accounting purposes only. 

The specific questions presented are 
whether the special cost restoration re- 
quired by Rev. Rul. 76-282 and Rev. 
Proc. 76-28 must also be made for 
financial reporting purposes in order 
to comply with section 472(c) and 
(e) of the Code, and whether the tax- 
payer may continue to value its LIFO 
inventory at less than actual cost for 
financial reporting purposes, without 
violating the requirements of section 
472(c) and (e). 

Section 472(a) of the Code permits 
a taxpayer to elect the LIFO inventory 
method. Section 472(b) states that 
under the LIFO method a taxpayer 
shall: (1) Treat the goods remaining 
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Section 472 


on hand at the close of the taxable year 
as being: First, those included in the 
opening inventory of the taxable year 
to the extent thereof, and second, 
those acquired in the taxable year; 
(2) Inventory the goods at cost; and 
(3) Treat the goods included in the 
opening inventory of the taxable year 
in which the LIFO method is first 
used as having been acquired at the 
same time and determine their cost by 
the average cost method. 

Section 472(c) of the Code states 
that if the taxpayer employs the LIFO 
method, the taxpayer shall establish to 
the satisfaction of the Secretary of the 
Treasury or the Secretary’s delegate 
that the taxpayer has used no pro- 
cedure other than that specified in 
paragraphs (1) and (3) of section 472 
(b) in inventorying such goods to as- 
certain the income, profit, or loss of the 
first taxable year for which the LIFO 
method is used, for the purpose of a 
report or statement covering such tax- 
able year to shareholders, partners, 
proprietors, or beneficiaries, or for 
credit purposes. 

Section 472(e) (2) of the Code, im- 
poses a requirement similar to that 
contained in section 472(c), for tax- 
able years subsequent to the year of the 
LIFO election, and provides that the 
taxpayer may be required to discon- 
tinue the use of the LIFO method if 
this requirement is violated. 

Section 1.472-2(e) of the regula- 
tions contains the requirements of sub- 
sections (c) and (e) (2) of section 472 
of the Code, and also provides that a 
taxpayer’s use of market value in lieu 
of cost will not be considered at vari- 
ance with these requirements. 

Rev. Rul. 76-282 holds, in part, that 
the adjustment required under section 
472(d) of the Code must include any 
write-down from actual cost with re- 
spect to subnormal goods that are un- 
salable at normal prices or unusable in 
the normal way, as defined in section 
1.471-2(c) of the regulations, as well 
as normal goods that have been writ- 
ten down to market value under sec- 
tion 1.471-4 of the regulations. In ad- 
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dition, Rev. Rul. 76-282 contains a 
special cost restoration requirement for 
a taxpayer who had a LIFO election 
in effect for a taxable year beginning 
prior to September 24, 1976 (the effec- 
tive date of Rev. Rul. 76-282). 

Rev. Proc. 76-28 sets forth the ap- 
plication of section 1.471-2 of the reg- 
ulations to the use of the LIFO inven- 
tory method. Rev. Proc. 76-28, in part, 
sets forth special cost restoration re- 
quirements for a taxpayer who had a 
LIFO election in effect for a taxable 
year beginning prior to September 24, 
1976 (the effective date of Rev. Proc. 
76-28) , and had determined the carry- 
ing value of its LIFO inventory by ref- 
erence to section 1.471-2. If such a 
taxpayer has on hand at the beginning 
of its first taxable year beginning after 
September 24, 1976, any goods on 
which the carrying value has been de- 
termined by reference to section 
1.471-2, such goods must be valued at 
cost as of the end of the preceding tax- 
able year. 

In order to employ the LIFO inven- 
tory method, a taxpayer must value its 
LIFO inventory at actual cost for Fed- 
eral income tax purposes. However, 
for financial reporting purposes, a tax- 
payer who employs the LIFO inven- 
tory method may value its LIFO in- 
ventory at the lower of LIFO cost or 
market, as provided in section 1.472-2 
(e) of the regulations, without violat- 
ing the requirements of section 472(c) 
or (e) (2) of the Code. The determi- 
nation of bona fide selling price less 
direct cost of disposition (as described 
in section 1.471-2(c) of the regula- 
tions) and the market price (as de- 
scribed in section 1.471-4 of the regu- 
lations) are both determinations of 
market as the term is used in section 
1.472-2(e) of the regulations. 

Accordingly, the taxpayer is not re- 
quired to make the special cost restora- 
tion required by Rev. Rul. 76-282 and 
Rev. Proc, 76-28 for financial report- 
ing purposes, and the taxpayer may 
continue to value its LIFO inventory 
for financial reporting purposes at the 
lower of LIFO cost or market without 


violating the requirements of section 
472(c) and (e) of the Code. . 


26 CFR 1.472-2: Requirements incident to 
adoption and use of LIFO inventory 
method. 

LIFO; conformity requirement; 
preliminary financial statement. A 
LIFO-method taxpayer that fur- 
nishes to a creditor a preliminary 
financial statement on which its 
inventory is valued conforming to 
the LIFO method, but using cost 
estimates for the additional layer 
added during the year that did not 
agree with the actual costs later 
determined and used for income 
tax purposes, has not violated the 
conformity requirement of section 
472 of the Code. 


Rev. Rul. 77-152 


Advice has been requested whether 
a taxpayer using the last-in, first-out 
(“LIFO”) method of inventory valu- 
ation as described in section 472 of the 
Internal Revenue Code of 1954 may 
compute, under the circumstances de- 
scribed below, an inventory value for 
its Federal income tax return that is 
different from such value used in a 
preliminary financial statement. 


Corporation X _ has_ previously 
elected the LIFO inventory method. 
X is licensed by corporation Y to man- 
ufacture and sell the latter’s product. 
The licensing agreement was entered 
into on January 1, 1970, and runs for 
a period of 20 years. The agreement 
requires that X pay Y based on a per- 
centage of sales.. The agreement also 
requires X to provide Y with an an- 
nual financial statement, including in- 
formation on bank balances, accounts 
receivable, inventories, other assets, 
and liabilities. The financial statement 
must be provided no later than the 
tenth day of the month following the 


end of the year to which the state-— 


ment relates. 

X has consistently furnished Y a 
preliminary report for the year in- 
volved by using estimates of the vari- 
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ous account balances. X used the 
LIFO inventory method in preparing 
the preliminary report that is sub- 
mitted to Y for the year ended De- 
cember 31, 1974. 

In estimating the LIFO inventory 
in that preliminary report, X esti- 
mated the number of units on hand 
at the end of the year, which estimate 
resulted in an additional number of 
units above the number on hand at 
the beginning of the year. The value 
of this new layer was based upon avail- 
able cost estimates. These procedures 
used by X in preparing the estimates 
were reviewed by its independent ac- 
counting firm. The procedures were 
designed to conform to the LIFO 
method of inventory valuation. 

Prior to the preparation of X’s final 
financial statement of 1974, and be- 
fore the due date (including exten- 
sions) for filing X’s Federal income 
tax return, the detailed computations 
of the LIFO values were made. These 
computations contained more accurate 
LIFO information than that stated in 
the preliminary report. The corrected 
values supplied to Y were included in 
X’s annual financial statement to 
shareholders for 1974 and, later, in its 
Federal income tax return for 1974. 

Section 472 of the Code provides 
certain criteria for the adoption and 
use of the LIFO inventory method. 
Section 1.472-2(e) of the Income Tax 
Regulations provides, in part, as one 
of the requirements incident to the 
adoption and the use of the LIFO in- 
ventory method, that the taxpayer 
shall establish to the satisfaction of the 
Commissioner of Internal Revenue 
that, in ascertaining income, profit, or 
loss for the taxable year for which the 
inventory method is first used or {for 
any subsequent taxable year, for credit 
purposes or for the purposes of reports 
to shareholders, partners, or other pro- 
prietors, or to beneficiaries, the tax- 
payer has not used any inventory 
method other than LIFO. 

Y, by reason of the license agree- 
ment, is considered to be a creditor of 
X for purposes of section 472 of the 


Code. Although the information pro- 
vided to Y is a preliminary report, the 
report covers the entire year and, 
therefore, is subject to the conformity 
requirement. 


In Rev. Rul. 76-531, 1976-2 C.B. 
140, it was determined that the finan- 
cial conformity requirement in section 
472(c) and (e) (2) of the Code is tied 
solely to the sequential layering provi- 
sions of section 472(b)(1) and (3) 
and does not require that the cost used 
for Federal income tax purposes also 
be used for financial statement pur- 
poses. The method used for financial 
purposes must, however, conform with 
the sequential layering provisions in- 
herent in the LIFO method. 


In computing the preliminary LIFO 
inventory in the instant case, X main- 
tained the sequential layering concept 
since the only estimates pertain to the 
additional layer added during the year 
covered by the preliminary report. 
While the estimated cost of this par- 
ticular layer did not agree with the 
actual cost later determined and used 
for tax purposes, there is no require- 
ment that they do agree. See, for ex- 
ample, Rev. Rul. 76-531. In the proc- 
ess of estimating the current year’s 
layer, the taxpayer nevertheless re- 
spected the individual cost identities 
of the earlier layers. Furthermore, the 
preliminary financial statement does 
not include footnotes or other com- 
mentary containing any unauthorized 
express or implied comparison of. what 
earnings or earnings per share would 
be under a method other than LIFO. 
Compare Rev. Rul. 74-586, 1974-2 
C.B. 156 and Rev. Proc. 75-10, 1975-1 
C.B. 651. 


Accordingly, in the instant case, 
there is no violation of the conformity 
requirement of section 472 of the Code 
merely because the preliminary finan- 
cial statement was prepared using a 
LIFO estimate. 


26 CFR 1.472-2: Requirements incident to 
adoption and use of LIFO inventory 
method. 


Section 482 


A waiver of the LIFO conformity re- 
quirements for taxpayers subject to the re- 
placement cost disclosure rules of the Secu- 
rities and Exchange Commission. See Rev. 
Proc. 77-7, page 540. 





Part I1l._—Adjustments 





Section 481.—Adjustments 
Required by Changes in Method 
of Accounting 


26 CFR 1.481-1: Adjustments in general. 


Whether the reporting of “cost plus a 
percentage of cost,” “‘cost plus a fixed fee,” 
and “cost plus with a guaranteed maxi- 
mum” contracts on the completed contract 
method of accounting is an acceptable 
method of accounting for Federal income 
~ purposes. See Rev. Rul. 77-38, page 
129. 


26 CFR 1.481-1: Adjustments in general. 


Whether the Internal Revenue Service 
will follow the decision in Korn Industries, 
Inc., where the United States Court of 
Claims held that the taxpayer’s change 
in its standard cost computation for finished 
goods to include 14 cost elements, where 
previously only 11 had been included, was 
not a change of accounting method but 
rather the correction of a mathematical or 
is error. See Rev. Rul. 77-134, page 
132. 





Section 482.—Allocation of 
Income and Deductions Among 
Taxpayers 
26 CFR 1.482-1: Allocation of income and 
deductions among taxpayers. 
(Also Sections 301, 311; 1.301-1, 1.311-1.) 
Allocation of income; bargain 
sale of stock to foreign parent. Not- 
withstanding the provisions of sec- 
tion 311 of the Code, section 482 
may be applied to allocate income 
to a foreign corporation’s domestic 
subsidiary that, for the purpose of 
avoiding tax, sold the stock of its 
wholly owned foreign subsidiaries 
to its foreign parent at a price that 
was less than the domestic corpo- 
ration’s basis in the stock and was 
also less than the stock’s fair mar- 
ket value. 


Rev. Rul. 77-83 
Advice has been requested whether 
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Section 482 


section 482 of the Internal Revenue 
Code of 1954 may be applied under 
the circumstances described below, 
in view of the provisions of section 
311. 

M, a wholly owned domestic sub- 
sidiary of foreign corporation X, sold 
all of the stock of its wholly owned 
foreign subsidiaries, Y and Z, to X at 
a price which was less than the fair 
market value of the stock sold and 
also less than its adjusted basis. One 
of the principal purposes of the bar- 
gain sale was the avoidance of federal 
income tax hy shifting to foreign 
corporation X the income that would 
otherwise be realized by M through 
its ownership of Y and Z. 

Section 301 of the Code provides 
in general that a distribution of prop- 
erty (as defined in section 317(a)) 
made by a corporation to a share- 
holder with respect to its stock shall 
be treated in the manner provided in 
subsection (c) thereof which relates to 
the taxability of dividends. 

Section 1.301-1(j) of the Income 
Tax Regulations provides, in part, that 
if property is transferred in a sale or 
exchange by a corporation to a share- 
holder which is a corporation, for an 
amount less than its fair market value 
and also less than its adjusted basis, 
such shareholder shall be treated as 
having received a distribution to which 
section 301 of the Code applies. 

Section 311 of the Code provides, in 
general, that no gain or loss shall be 
recognized to a corporation on the 
distribution, with respect to its stock, 
of property. 

M contends that the transaction 
was a bona fide sale of its stock of Y 
and Z to X. Alternatively, M con- 
tends that the transaction is a distri- 
bution within the purview of section 
311 of the Code, and no gain or loss 
is recognized by M on the distribution, 
thus precluding the application of sec- 
tion 482. 

Section 482 of the Code provides, 
in general, that the Secretary may 
distribute, apportion, or allocate gross 
income between or among organiza- 
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tions owned or controlled directly or 
indirectly by the same interests, if the 
Secretary determines such allocation 
necessary in order to prevent evasion 
of taxes or clearly to reflect the income 
of such organizations. 


Section 1.482-1(d) (5) of the regu- 
lations provides that section 482 of 
the Code may, when necessary to pre- 
vent the avoidance of taxes or clearly 
to reflect income, be applied in cir- 
cumstances described in sections of the 
Code (such as section 351) providing 
for nonrecognition of gain or loss. Sec- 
tion 311 is a nonrecognition section 
and as such comes within the purview 
of this section of the regulations. 


Accordingly, section 482 of the Code 
may be applied under the circum- 
stances described, despite the provision 
of section 311 for nonrecognition of 
gain or loss by a corporation in con- 
nection with distributions of property 
to a shareholder with respect to its 
stock. 





Subchapter F.—Exempt Organizations 
Part 1.—General Rule 





Section 501.—Exemption from 
Tax on Corporations, Certain 
Trusts, Etc. 


26 CFR 1.501(a)-1: Exemption from taxa- 
tion. 


Procedures of the Service with respect to 
initial and continuing qualification of orga- 
nizations to which section 7428 of the 
Code, Declaratory Judgments Relating to 
Status and Classification of Organizations 
Under Section 501(c)(3), Etc., applies. 
See Rev. Proc. 77-21, page 586. 


26 CFR 1.501(c)(3)-1: Organizations or- 
ganized and operated for religious, charita- 
ble, scientific, testing for public safety, lit- 
erary, or educational purposes, or for the 
prevention of cruelty to children or animals. 

Housing leased to city for fire 
victims. A nonprofit organization 
that provides rental housing and re- 
lated services at cost to a city for 
its use as free temporary housing 
for families whose homes have 
been destroyed by fire is not an ex- 
empt charitable organization. 





Rev. Rul. 77-3 


Advice has been requested whether 
the nonprofit organization described 
below, which otherwise qualifies for 
exemption from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954, is 
operated exclusively for charitable 
purposes. 

The organization was formed for 
the purpose of leasing housing to a 
city at cost. The city uses the housing 
to accommodate families whose homes 
or apartments have been destroyed by 
fire. The housing is furnished to these 
families on a temporary basis, pending 
their relocation to permanent housing. 

The lease contract requires that the 
organization make all necessary re- 
pairs, provide adequate winter heat- 
ing, provide security guards, and per- 
form other services normally associated 
with providing rental housing. 

The city selects the tenants, deter- 
mines their length of stay, and makes 
arrangements for their permanent 
housing. The temporary housing is 
furnished to families by the city at no 
charge and without regard to their 
ability to pay. 

The organization’s receipts come en- 
tirely from the city, and its disburse- 
ments are made solely in connection 
with the furnishing of the housing 
and the related services, including 
salaries to its employees who provide 
the services required by the contract. 

Section 501(c)(3) of the Code 
provides for the exemption from 
Federal income tax of organizations 
organized and operated exclusively for 
charitable purposes. 

Section 1.501(c) (3)-1(d) (2) of the 
Income Tax Regulations provides 
that the term “charitable” is used in 
section 501(c) (3) of the Code in its 
generally accepted legal sense and 
includes the relief of the poor and dis- 
tressed. 

Providing free rescue and emer- 
gency services to distressed persons 
suffering because of fire, flood, acci- 
dent, or other disaster is recognized 
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in Rev. Rul. 69-174, 1969-1 C.B. 149, 
as a charitable activity. 

Similarly, the providing of free 
temporary housing to distressed per- 
sons in need of adequate housing is a 
charitable activity. However, in the 
instant case, it is the city rather than 
the organization that is providing free 
temporary housing to the distressed 
families. The organization is merely 
leasing housing property and _pro- 
viding certain maintenance and other 
services in connection therewith to the 
city at cost in a manner similar to 
organizations operated for profit, and 
is not itself engaged in charitable ac- 
tivities. 

Accordingly, the organization is not 
operated exclusively for charitable 
purposes and does not qualify for 
exemption from Federal income tax 
under section 501(c) (3) of the Code. 

Compare Rev. Rul. 70-535, 1970-2 
C.B. 117, which holds that a non- 
profit organization providing manage- 
ment services to low and moderate 
income housing projects for a fee does 
not qualify for exemption. 


26 CFR 1.501(c)(3)-1: Organizations 
organized and operated for religious, chari- 
table, scientific, testing for public safety, 
literary, or educational purposes, or for 
the prevention of cruelty to children or 
animals. 

Publication of ethnic newspaper. 
A nonprofit organization, whose 
Only activities are preparing and 
publishing a newspaper of local, 
national, and international news 
articles with an ethnic emphasis, 
soliciting advertising and selling 
subscriptions to that newspaper in 
a manner indistinguishable from 
ordinary commercial publishing 
practices, is not operated exclu- 
sively for charitable and educa- 
tional purposes and does not qual- 
ify for exemption. 


Rev. Rul. 77-4 


Advice has been requested whether 
the nonprofit organization described 
below, which otherwise qualifies for 


exemption from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954, is oper- 
ated exclusively for charitable and 
educational purposes. 

The organization is a nonprofit 
corporation the only activity of which 
is the publication and distribution of 
a weekly newspaper that presents 
local, national, and world news. The 
pages of the newspaper are equally 
divided between community interest 
items of significance to the members 
of a certain ethnic group, national and 
international news articles of special 
interest to the members of the group, 
and regular commercial advertising. 
It also republishes syndicated editor- 
ials. The newspaper operates with a 
paid staff. The staff has no special 
skills and abilities other than those 
that are generally found on the staff of 
any other newspaper. 

The corporation’s income is derived 
from the sale of advertising and the 
sale of subscriptions to the general 
public. Its primary expenses are the 
payment of wages and printing costs. 
Although the organization has been in 
existence several years, it has yet to 
realize a profit from its operations. 

Section 501(c) (3) of the Code pro- 
vides for the exemption from Federal 
income tax of organizations orga- 
nized and operated exclusively for 
charitable and educational purposes. 

Section 1.501 (c) (3)-1(d) (3) of the 
Income Tax Regulations states that 
the term “educational,” as used in 
section 501(c)(3) of the Code, re- 
lates to the instruction of the public 
on subjects useful to the individual 
and beneficial to the community. 

Rev. Rul. 67-4, 1967-1 C.B. 121, 
holds that an organization engaged in 
publishing may qualify for exemption 
under section 501(c) (3) of the Code 
if (1) the content of the publication 
is educational, (2) the preparation of 
the material follows methods generally 
accepted as educational in character, 
(3) the distribution of the materials 
is necessary or valuable in achieving 


Section 501 


the organization’s exempt purposes, 
and (4) the manner in which the dis- 
tribution is accomplished is distin- 
guishable from ordinary commercial 
publishing practices. 

This organization’s only activities 
are preparing and publishing a news- 
paper, soliciting advertising, and sell- 
ing subscriptions to that newspaper in 
a manner indistinguishable from ordi- 
nary commercial publishing practices. 
Accordingly, it is not operated ex- 
clusively for charitable and educa- 
tional purposes and thus does not 
qualify for exemption from Federal 
income tax under section 501(c) (3) 
of the Code. 

Compare Rev. Rul. 68-306, 1968-1 
C.B. 257, which holds that a non- 
profit organization publishing a news- 
paper primarily devoted to news, arti- 
cles, and editorials relating to church 
and religious matters qualifies for ex- 
emption from Federal income tax 
under section 501(c) (3) of the Code 
as a charitable organization. By dis- 
seminating information about church 
activities and by publishing inspira- 
tional articles, the organization im- 
proved communication between the 
churches and their members and 
stimulated the religious interests of its 
readers thereby contributing to the ad- 
vancement of religion. This organiza- 
tion was not operated in an ordinary 
commercial manner. 


26 CFR 1.501(c)(3)-1: Organizations or- 
ganized and operated for religious, charita- 
ble, scientific, testing for public safety, lit- 
erary, or educational purposes, or for the 
prevention of cruelty to children or animals. 

Educational; closed-circuit radio 
broadcasting system. A nonprofit 
organization that sets up closed- 
circuit radio transmitting equip- 
ment in multiple residence struc- 
tures such as nursing homes, rest 
homes, and convalescent homes, 
providing senior citizens within the 
buildings an opportunity to listen to 
free, non-commercial and educa- 
tional broadcasts concerning their 
special needs, is operated exclu- 
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Section 501 


sively for charitable and educa- 
tional purposes and qualifies for 
exemption under section 501(c)(3) 
of the Code. 


Rev. Rul. 77-42 


Advice has been requested whether 
the nonprofit organization described 
below, which otherwise qualifies for 
exemption from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954, is op- 
erated exclusively for charitable and 
educational purposes. 


The organization was created to 
broadcast useful information and pro- 
grams of special interest to senior citi- 
zens who are located in multiple resi- 
dence structures such as_ nursing 
homes, rest homes, and convalescent 
homes. The organization sets up 
closed-circuit radio transmitting 
equipment in each building that par- 
ticipates. This allows the senior citi- 
zens within the building to tune in to 
the programs on their regular AM 
radio. 


The organization schedules daily 
programming from six o'clock in the 
morning until midnight. Its programs 
consist primarily of educational and 
general informational material. For 
example, the programs include infor- 
mation on employment opportunities 
for the elderly, social security benefits 
and procedures, financial manage- 
ment, availability of legal and health 
services, and transportation. The re- 
mainder of the broadcast time is de- 
voted to music styled for the senior 
citizen. 

The organization charges no fees 
for its services or for the installation 
of the transmitting equipment. Its pro- 
gramming contains no commercial ad- 
vertising. It receives its support in the 
form of grants from governmental 
units and charitable organizations as 
well as contributions from the general 


public. 


Section 501(c) (3) of the Code pro- 
vides for the exemption from Federal 
income tax of organizations organized 
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and operated exclusively for charitable 
and educational purposes. 

Section 1.501 (c) (3)-1(d) (2) of the 
Income Tax Regulations states that 
the term “charitable” is used in sec- 
tion 501(c) (3) of the Code in its gen- 
erally accepted legal sense. Such term 
includes the relief of the poor and 
distressed or of the underprivileged. 
It is generally recognized that the 
aged, apart from considerations of fi- 
nancial distress alone, are also, as a 
class, highly susceptible to other forms 
of distress in the sense that they have 
special needs because of their ad- 
vanced years. See Rev. Rul. 75-198, 
1975-1 C.B. 157. 

Section 1.501(c) (3)-1(d) (3) of the 
regulations provides that the term 
“educational” relates to the instruc- 
tion of the public on subjects useful 
to the individual and beneficial to the 
community. Organizations that broad- 
cast free educational, cultural, and 
public interest programs in a non- 
commercial format have been held to 
be operated exclusively for educational 
purposes. See Rev. Rul. 76-4, 1976-1 
C.B. 145. 

The instant organization is relieving 
the distress of aged persons by provid- 
ing them with an opportunity to listen 
to free, non-commercial and educa- 
tional radio broadcasts concerning 
their special needs such as employ- 
ment, financial security, health and 
legal care, as well as cultural and rec- 
reational needs. Accordingly, the or- 
ganization is operated exclusively for 
charitable and educational purposes 
and is exempt from Federal income 
tax under section 501(c)(3) of the 
Code. 


Even though an organization con- 
siders itself within the scope of this 
Revenue Ruling, it must file an ap- 
plication on Form 1023, Application 
for Recognition of Exemption, in or- 
der to be recognized by the Service 
as exempt under section 501(c) (3) of 
the Code. The application should be 
filed with the District Director of In- 
ternal Revenue for the District in 
which the principal place of business 





or principal office of the organization 
is located. See sections 1.501(a)-1 and 
1.508-1(a) of the regulations. 


26 CFR 1.501(c)(3)-1: Organizations or- 
ganized and operated for religious, char- 
ttable, scientific, testing for public safety, 
literary, or educational purposes, or for 
the prevention of cruelty to children or 
animals. 

Services for children and adoles- 
cents with learning disabilities. A 
nonprofit organization formed to 
provide individual psychological 
and educational evaluations, as 
well as tutoring and therapy, for 
children and adolescents with 
learning disabilities is operated ex- 
clusively for charitable purposes 
and qualifies for exemption under 
section 501(c)(3) of the Code. 


Rev. Rul. 77-68 


Advice has been requested whether 
the nonprofit organization described 
below, which otherwise qualifies for 
exemption from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954, is oper- 
ated exclusively for charitable pur- 
poses. 

The organization was formed to 
provide individual psychological and 
educational evaluations, as well as 
tutoring and therapy, for children and 
adolescents with learning disabilities. 
The organization’s psychologists and 
other professionals administer tests de- 
signed to determine intellectual 
capacity, academic achievement, psy- 
chological adjustment, speech and 
language difficulties, and perceptual- 
motor abilities. Therapy is available 
through staff professionals who have 
special training in the various areas of 
learning disabilities. They are com- 
pensated on a straight hourly rate, 
which is determined by their educa- 
tional attainment and experience. 

The organization’s principal income 
is derived from fees set on a sliding 
scale based on parents’ income and 
number of dependents. The organiza- 
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tion also receives grants from founda- 


‘tions and government agencies. The 


community is made aware of the 
services offered by the organization 
through school guidance counselors, 
newspaper articles, public service an- 
nouncements on radio, information 
sheets and brochures, and word of 
mouth. 

Section 501(c) (3) of the Code pro- 
vides for thé exemption from Federal 
income tax of organizations organized 
and operated exclusively for charitable 
purposes. 

Section 1.501 (c) (3)-1(d) (2) of the 
Income Tax Regulations provides that 
the term “charitable” is used in section 
501(c) (3) of the Code in its generally 
accepted legal sense. This includes th~ 
promotion of public health, which has 
long been considered a charitable ob- 
jective. Restatement (Second) of 
Trusts, §§ 368, 372 (1959); Bogert, 
Trusts and Trustees, § 374 (2nd ed. 
1964); and IV Scott on Trusts, 
§§ 368, 372 (3d ed. 1967). See Rev. 
Rul. 72-16, 1972-1 C.B. 143, and Rev. 
Rul. 72-209, 1972-1 C.B. 148. 

The term “charitable” also includes 
the advancement of education. Section 
1.501(c) (3)-1(d) (3) of the regula- 
tions provides that the term “educa- 
tional,” as used in section 501(c) (3) 
of the Code, includes the instruction 
or training of the individual for the 
purpose of improving or developing 
his capabilities. 

The organization’s services are de- 
signed to relieve psychological tensions 
and thereby improve the mental 
health of the children and adolescents. 
Such activities accomplish charitable 
purposes within the meaning of sec- 
tion 1.501(c) (3)-1(d) (2) of the regu- 
lations. 

The organization’s services include 
instruction in basic academic subjects, 
speech, perceptual-motor coordination, 
and psychological adjustment. This 
specialized instruction is tailored to the 
individual needs of the children and 
is aimed at enabling them to achieve 
success within a normal classroom 
setting. Thus, the instruction is educa- 


tional within the meaning of section 
1.501(c) (3)-1(d) (3) of the regula- 
tions. 

Accordingly, the organization is op- 
erated exclusively for charitable pur- 
poses and qualifies for exemption from 
Federal income tax under section 501 


(c) (3) of the Code. 


Even though an organization con- 
siders itself within the scope of this 
Revenue Ruling, it must file an appli- 
cation on Form 1023, Application for 
Recognition of Exemption, in order to 
be recognized by the Service as exempt 
under section 501(c) (3) of the Code. 
The application should be filed with 
the District Director of Internal Reve- 
nue for the district in which is located 
the principal place of business or 
principal office of the organization. 
See sections 1.508(a)-1 and 1.508-1 
(a) of the regulations. 


26 CFR 1.501(c)(3)-1: Organizations or- 
ganized and operated for religious, char- 
itable, scientific, testing for public safety, 
literary, or educational purposes, or for the 
prevention of cruelty to children or ani- 
mals. 

Health planning and resources 
development. A Health Systems 
Agency organized and operated 
pursuant to the National Health 
Planning and Resources Develop- 
ment Act of 1974 to establish and 
maintain a system of health plan- 
ning and resources development 
aimed at providing adequate health 
care for a specified geographic area 
is operated exclusively for charita- 
ble purposes and qualifies for ex- 
emption under section 501(c)(3) of 
the Code. 


Rev. Rul. 77-69 


Advice has been requested whether 
the nonprofit organization described 
below, which otherwise qualifies for 
exemption from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954, is op- 
erated exclusively for charitable pur- 
poses. 

The organization is organized and 
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operated as a Health Systems Agency 
(HSA) pursuant to the National 
Health Planning and Resources De- 
velopment Act of 1974, Pub. L. 93- 
641, 42 U.S.C. 300 k. et seq. (Act). 
This Act was established to facilitate 
the development of recommendations 
for a national health planning policy, 
to augment Federal, state, and area- 
wide planning for health service, staff 
power, and facilities, and to authorize 
financial assistance for the develop- 
ment of resources to further that 
policy. 

To prevent unnecessary duplication 
of health resources, each HSA has as 
its primary responsibility the provision 
of effective health planning for a 
specified geographic area and the pro- 
motion of the development within that 
area of health services, staffing, and 
facilities that meet identified needs, 
reduce documented inefficiencies, and 
implement the health plan of the 
HSA. 

To meet its primary responsibilities, 
the HSA is required to carry out 
statutorily specified functions that in- 
clude: 

—gathering and analyzing suitable 
data; 

—establishing Health Systems Plans 
(goals) and Annual Implementation 
Plans (objectives and priorities) ; 
—-providing either technical and/or 
limited financial assistance to people 
seeking to implement provisions of 
the plans; 


—coordinating activities with Profes- 
sional Standards Review Organiza- 
tions and other appropriate planning 
and regulatory entities ; 

—reviewing and approving or dis- 
approving applications for Federal 
funds for health programs within the 
area; 


—assisting states in the performance 
of capital expenditures reviews; 

—assisting states in making findings 
as to the need for new institutional 


health services proposed to be offered 
in the area; 


143 








Section 501 


—assisting states in reviewing existing 
institutional health services offered 
with respect to the appropriateness of 
such services; and 


—annually recommending to states 
projects for the modernization, con- 
struction, and conversion of medical 
facilities in the area. 


The Health System Plan of an HSA 
is to be established after appropriate 
consideration of the recommended na- 
tional guidelines for health planning 
policy issued by the Secretary of the 
Department of Health, Education and 
Welfare (HEW) pursuant to the Act. 
The Plan is a statement of goals de- 
scribing a healthful environment and 
health systems in the area which, when 
developed, will assure that quality 
health services will be available and 
accessible in a manner that assures 
continuity of care at reasonable cost 
for all residents of the area. 

The HSA must have a governing 
board: of ten to thirty members the 
majority of whom must be consumers 
and the remainder providers of health 
care. Board members must be residents 
of the health service area and the 
Board must include elective public 
officials as well as other government 
representatives who may be either con- 
sumers or providers of health care. 

To support its activities, the HSA 
receives Federal planning grants under 
a specified formula. In addition, the 
Secretary of HEW is authorized to 
match, within certain limits, locally 
generated non-federal funds. These 
funds may not be contributed by any 
person or private entity with financial, 
fiduciary, or other direct interest in 
the development, expansion, or sup- 
port of health resources. 

Section 501(c) (3) of the Code pro- 
vides for the exemption from Federal 
income tax of organizations organized 
and operated exclusively for charitable 
purposes. 

Section 1.501 (c) (3)-1(d) (2) of the 
Income Tax Regulations provides that 
the term “charitable” is used in sec- 
tion 501(c)(3) of the Code in its 
generally accepted legal sense. 
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In the general law of charity, the 
promotion of health is considered to 
be a charitable purpose. Restatement 
(Second) of Trusts, §§ 368, 372; 
Bogert, Trusts and Trustees, § 374 (2d 
ed. 1964) ; IV Scott on Trusts, §§ 368, 
372 (3rd ed. 1967). See Rev. Rul. 69- 
545, 1969-2 C.B. 117. 

Both the legislative history of the 

National Health Planning and Re- 
sources Development Act of 1974 and 
the Act itself clearly establish that 
Congress’ objective in establishing 
HSA’s was to improve the health of 
the residents of the community by 
effective health planning. The follow- 
ing statement appears in the Inter- 
state and Foreign Commerce Commit- 
tee Report: 
The proposed Committee Legislation places 
a number of specific requirements upon 
areawide health planning agencies as stated 
in the legislation, the purpose of these re- 
quirements include improving the general 
health of residents in the health area, in- 
creasing the accessibility, acceptability, con- 
tinuity, and quality of health services pro- 
vided, restraining increases in the cost of 
providing health services, and prevention 
of unnecessary duplication of health serv- 
ices. S. Rep. No. 1220, 93rd Cong., 2d Sess. 
47 (1974). 

By establishing and maintaining a 
system of health planning and re- 
sources development aimed at provid- 
ing adequate health care, the HSA is 
promoting the health of the residents 
of the area in which it functions. Ac- 
cordingly, it is operated exclusively for 
charitable purposes and thus qualifies 
for exemption from Federal income 
tax under section 501(c)(3) of the 
Code. 

Even though an organization con- 
siders itself within the scope of this 
Revenue Ruling, it must file an ap- 
plication on Form 1023, Application 
for Recognition of Exemption, in order 
to be recognized by the Service as 
exempt under section 501(c) (3) of 
the Code. The application should be 
filed with the District Director of In- 
ternal Revenue for the district in 
which is located the principal place 
of business or principal office of the 
organization. See sections 1.501(a)-1 
and 1.508-1(a) of the regulations. 





26 CFR 1.501(c)(3)-1: Organizations or- 
ganized and operated for religious, char- 
itable, scientific, testing for public safety, 
literary, or educational purposes, or for the 
prevention of cruelty to children or ani- 
mals. 

Promoting business activity in 
economically deteriorated area. An 
organization formed to increase 
business patronage in a deteri- 
orated area by providing informa- 
tion on the area’s shopping oppor- 
tunities, local transportation, and 
accommodations is not operated 
exclusively for charitable purposes 
and does not qualify for exemption 
under section 501(c)(3) of the 
Code. Similarly, an organization 
whose purpose is to revive retail 
sales in an area of economic de- 
Cline by constructing a shopping 
center does not qualify for exemp- 
tion. 


Rev. Rui. 77-111 


Advice has been requested whether 
the nonprofit organizations described 
below, which otherwise qualify for ex- 
emption from Federal income tax un- 
der section 501(c) (3) of the Internal 
Revenue Code of 1954, are operated 
exclusively for charitable purposes. 


Situation 1. 

The organization’s purpose is to in- 
crease business patronage in a deteri- 
orated area mainly inhabited by mi- 
nority groups. It accomplishes this 
purpose by presenting television and 
radio advertisements describing the 
advantages of shopping in the area; 
by creating a speaker’s bureau com- 
posed of local businessmen who dis- 
cuss the shopping environment with 
various groups; by operating a tele- 
phone service providing information 
to prospective shoppers on transpor- 
tation and accommodations in the 
area; and by informing the news 
media on the area’s problems and po- 
tential. 


Situation 2. 


The organization’s purpose is to re- 
vive retail sales in an area suffering 
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from continued economic decline. The 
organization proposes to limit further 
decline of retail sales within the area 
caused by competing, outlying shop- 
ping centers by constructing a center 
that would complement the area’s ex- 
isting retail facilities. 

It purchased land for the construc- 
tion of a retail center that will include 
a department store and shopping mall. 
The land purchased by the organiza- 
tion was sold to the city at no eco- 
nomic benefit to the organization. Ad- 
ditional land for the project was 


_acquired by the city through its use of 


eminent domain. The city rents all the 
land to the organization and to a pri- 
vate developer. 

The actual construction of the de- 
velopment project and the leasing of 
the buildings are carried out by the 
private developer. Throughout these 
various transactions, no financial gain 
accrued to the organization. In addi- 
tion, the city requires that minorities 
be utilized in both the construction 
and the operation of the project. 
Stores located within the project are 
also required to employ a certain per- 
centage of minority group employees. 

Section 501(c) (3) of the Code pro- 
vides for the exemption from Federal 
income tax of organizations organized 
and operated exclusively for charitable 
or educational purposes. 

Section 1.501 (c) (3)-1(d) (2) of the 
Income Tax Regulations states that 
the term “charitable” is used in section 
501 (c) (3) of the Code in its generally 
accepted legal sense. Such term in- 
cludes relieving the poor and distressed 
or the underprivileged, combatting 
community deterioration, lessening 
neighborhood tensions, and eliminat- 
ing prejudice and discrimination. 

Section 1.501(c) (3)-1(d) (3) of the 
regulations states that the term “edu- 
cational,” as used in section 501 (c) (3) 
of the Code, relates to the instruction 
of the public on subjects useful to the 
individual and beneficial to the com- 
munity. 

In Better Business Bureau v. U.S., 
326 U.S. 279 (1945), 1945 C.B. 375, 


the Supreme Court determined that 
while some activities of the organiza- 
tion under consideration were educa- 
tional, a substantial purpose of the 
organization was to promote business, 
and thus the organization was not op- 
erating exclusively for educational 
purposes. 

Rev. Rul. 74-587, 1974-2 C.B. 162, 
holds that a nonprofit organization 
providing low-cost financial assistance, 
either through loans or through pur- 
chase of equity interest in various busi- 
ness enterprises in economically de- 
pressed areas, qualifies for exemption 
under section 501(c) (3) of the Code. 
Loans and equity financing are granted 
only to those individuals or corpora- 
tions who are unable to obtain funds 
from conventional sources because of 
the poor financial risks involved in 
operating businesses within the de- 
pressed area or because of operation 
or ownership of such businesses by 
members of a minority group. The 
Revenue Ruling states that this activ- 
ity promotes the community in three 
ways that are designed to be “char- 
itable”. First, the activity lessens prej- 
udice against minorities by demon- 
strating that with proper guidance and 
opportunity such groups can operate a 
business. Second, it eliminates poverty 
and lessens neighborhood tensions by 
assisting local businesses, thereby cre- 
ating job opportunities. Third, it com- 
bats community deterioration by es- 
tablishing new businesses and rehabili- 
tating existing one. 

Although the organization’s activi- 
ties described in Situaiion I may con- 
tribute to the achievement of the pur- 
poses described in section 501(c) (3) 
of the Code, their overall thrust is to 
promote business rather than to ac- 
complish exclusively 501(c) (3) objec- 
tives. Thus, the organization’s activities 
lack the qualities of those that ren- 
dered the organization described in 
Rev. Rul. 74-587 exempt from Federal 
income tax under section 501 (c) (3). 
The organization described in that 
Revenue Ruling provides funding only 
to businesses located in a deteriorated 
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area whose owners could not obtain 
conventional financing. As the Reve- 
nue Ruling notes, the end result of the 
provision of funds was the accomplish- 
ment of the charitable purpose of les- 
sening prejudice, eliminating poverty, 
reducing neighborhood tensions, and 
combatting community deterioration. 
The organization described in Situa- 
tion 1 does not limit its activities in 
this regard and provides assistance not 
only to businesses similar to those de- 
scribed in the Revenue Ruling, but 
also to businesses which are not owned 
by minority groups and which are not 
experiencing difficulty because of their 
location in a deteriorated section of 
the community. 


The activities of the organization 
described in Situation 2 result in ma- 
jor benefits accruing to the stores that 
will locate within the shopping center. 
The organization does not limit its aid 
to businesses that are owned by mem- 
bers of a minority group or to busi- 
nesses that would only locate within 
the area because of the existence of the 
center. The end result is that this 
organization’s activities are directed to 
benefit the businesses in the shopping 
center rather than exclusively to ac- 
complish 501 (c) (3) purposes. 


Accordingly, neither organization 
qualifies for exemption from Federal 
income tax under section 501(c) (3) 
of the Code. 


26 CFR 1.501(c)(5)-1: Labor, agricul- 
tural, and horticultural organizations. 
Labor organization; union and 
employer stewardship trust. A trust, 
established pursuant to a collective 
bargaining agreement, that is 
funded and administered by the 
employers in an industry to com- 
pensate a multi-employer steward 
who is under the union’s direct 
control with responsibility to settle 
disputes, investigate complaints, 
and otherwise encourage compli- 
ance with the agreement through- 
out the whole industry, is a trust 
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qualifying for exemption as a labor 
organization. 


Rev. Rul. 77-5 


Advice has been requested whether 
the trust described below qualifies for 
exemption from Federal income tax 
under section 501(c)(5) of the In- 
ternal Revenue Code of 1954. 


The trust was organized pursuant 
to the terms of a collective bargaining 
agreement. The trust is intended to 
foster, promote, and maintain the 
conditions and provisions contained 
in the collective bargaining agree- 
ment between the various employers 
(represented by an association) and 
employees (represented by a union) 
involved through the use of a single 
stewardship system encompassing sev- 
eral firms in a particular industry. 
The trust instrument declares that the 
purpose of the trust includes the ad- 
vancement and growth of the industry 
and the promotion and maintenance 
of high production and wage stand- 
ards with optimum quality of product 
and craftsmanship. The trust accom- 
plishes its purposes by maintaining a 
fund for hiring and compensating a 
full-time, multi-company steward who 
is responsible for investigating com- 
plaints filed by employees, assisting in 
the settlement of disputes, and assur- 
ing that the employer is complying 
with the terms of the collective bar- 
gaining agreement. 


The trust is funded through. con- 
tributions by the employers who are 
parties to the collective bargaining 
agreement, and it is administered by 
three trustees appointed by representa- 
tives of the employers. These trustees 
have full authority to manage and 
operate the trust, except for selection 
of the steward. The steward is recom- 
mended by the union, subject to the 
approval of the employers, and oper- 
ates under union rules. Under the 
working conditions as promulgated, 
the steward receives daily work assign- 
ments from the business manager of 
the union but accounts for his work 
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time to both the trustees and the 
union business manager. However, his 
reports to the business manager are 
on a daily basis, while his reports to 
the trustees are on a more infrequent 
basis. Should the steward fail to per- 
form his responsibilities satisfactorily, 
either the employers or the union may 
request his discharge. If the parties 
do not unanimously agree to the dis- 
charge of the steward, the matter will 
be settled by an independent arbitra- 
tor in accordance with the collective 
bargaining agreement. 

Section 501(c)(5) of the Code 
provides for the exemption from 
Federal income tax of labor, agricul- 
tural, or horticultural organizations. 

Section 1.501(c)(5)-1 of the In- 
come Tax Regulations provides that 
organizations contemplated by section 
501(c) (5) of the Code as entitled to 
recognition of exemption as labor 
organizations are those which have no 
net earnings inuring to the benefit of 
any member, and have as their ob- 
jects the betterment of the conditions 
of those engaged in such pursuits, the 
improvement of their products, and 
the development of a higher degree of 
efficiency in their respective occupa- 
tions. 

Rev. Rul. 59-6, 1959-1 C.B. 121, 
describes a committee formed pur- 
suant to a collective bargaining agree- 
ment to improve working conditions 
for apprentices in various skilled crafts 
and to aid in the settlement of dis- 
putes between employers and appren- 
tices. The Revenue Ruling holds that 
the committee qualifies under section 
501(c) (5) of the Code as a labor 
organization, even though commit- 
tee membership consists of an equal 
number of employer and employee 
representatives, and the committee is 
financed primarily by employer and 
union contributions. To the same ef- 
fect is Rev. Rul. 75-473, 1975-2 C.B. 
213, which also holds that a labor 
organization’s exemption is not pre- 
cluded by the fact that its member- 
ship and funding is drawn from both 
employer and union organizations. 





Unlike the apprenticeship commit- 
tee considered in Rev. Rul. 59-6, the 
subject trust is administered solely by 
representatives of employers and, pur- 
suant to the terms of the collective 
bargaining agreement, financed solely 
by their contributions. Nevertheless, 
the trust comes within the scope of 
section 501(c)(5) of the Code and 
the regulations thereunder because 
the primary purpose and activities of 
the trust are labor-oriented, i.e., to 
foster, promote, and maintain the con- 
ditions and provisions contained in 
the collective bargaining agreements 
between the employers and the em- 
ployees through the use of a multi- 
company steward. As stated in Port- 
land Co-operative Labor Temple As- 
sociation, 39 B.T.A. 450 (1939), acq., 
1939-1 (Part I) C.B. 28, the term 
“labor organization” includes groups 
which are ordinarily organized to 
protect and promote the interests of 
labor. 


The industry steward is basically 
a representative of the employees; he 
is but a variation of what is commonly 
known as a “shop steward,” “job 
steward,” or “union steward.” The 
industry steward’s primary respon- 
sibility is to assure that the terms of 
the collective bargaining agreement 
are being complied with by the em- 
ployers. The steward essentially ful- 
fills this function by receiving, in- 
vestigating, and handling grievances 
on behalf of employees. In contrast 
to the infrequent contact the steward 
has with the trustees of the fund, he 
is under the direct control of the 
union, receiving work assignments 
from, and making reports to, the 
business manager of the union on a 
daily basis. Therefore, because the 
primary activity of the trust is to 
provide a multi-company stewardship 
system that operates essentially to 


represent the employees and to pro- - 


mote the betterment of working con- 
ditions for employees, the trust’s ob- 
jectives are those of a labor organiza- 
tion described in section 501(c) (5) 
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of the Code and the regulations there- 
under. 

Furthermore, no party receives any 
benefits from the trust that would dis- 
qualify the trust from receiving an 
exemption under section 501(c) (5) 
of the Code. 

Accordingly, the trust qualifies for 
exemption from Federal income tax 
under section 501(c) (5) of the Code 


as a labor organization. 


Even though an organization con- 
siders itself within the scope of this 
Revenue Ruling, it must file an ap- 
plication on Form 1024, Application 
for Recognition of Exemption, in 
order to be recognized by the Service 
as exempt under section 501(c) (5) of 
the Code. The application should be 
filed with the District Director of 
Internal Revenue for the key district 
indicated in the instructions to Form 
1024. See section 1.501(a)-1 of the 


regulations, 


26 CFR 1.501(c)(5)-1: Labor, agricul- 
tural, and horticultural organizations. 
Labor union members’ savings 
plan. A nonprofit organization es- 
tablished under a collective bar- 
gaining agreement between a union 
and an employers’ association to 
enable members of the union to 
save money by having a set amount 
withheld from their pay and depos- 
ited in a bank account, the funds to 
be paid to them annually with any 
interest remaining after payment of 
administration expenses, fails to 
qualify for tax exemption under 
section 501(c)(5) of the Code. 


Rev. Rul. 77-46 


Advice has been requested whether 
the nonprofit organization described 
below qualifies for exemption from 
Federal income tax under section 501 
(c) (5) of the Internal Revenue Code 
of 1954. 

The organization was established 
pursuant to a collective bargaining 
agreement between a union and an 
employers’ association to enable the 


members of the union to save money 
through a savings plan. The organiza- 
tion is administered by equal numbers 
of employer and union representatives. 

A set sum, established by the col- 
lective bargaining agreement, is with- 
held from each union member’s pay 
and deposited in a bank account. The 
funds on deposit earn interest that is 
used to offset the organization’s ad- 
ministrative expenses. The funds de- 
posited during the course of the year, 
plus any interest that remains after 
the administrative expenses have been 
paid, are paid to the members an- 
nually on a fixed date. 

Section 501(c) (5) of the Code pro- 
vides for the exemption from Federal 
income tax of labor organizations. 


Section 1.501(c)(5)-1 of the In- 
come Tax Regulations provides that 
labor organizations entitled to exemp- 
tion from Federal income tax are 
those which have no net earnings in- 
uring to the benefit of any members, 
and have as their objects the better- 
ment of the conditions of those en- 
gaged in such pursuits, the improve- 
ment of the grade of their products, 
and the development of a higher de- 
gree of efficiency in their respective oc- 
cupations. 

An organization that is engaged ex- 
clusively in activities appropriate for 
an exempt labor organization may it- 
self qualify for exemption under ‘sec- 
tion 501(c) (5) of the Code. Portland 
Cooperative Labor Temple Associa- 
tion v, Commissioner, 39 B.T.A. 450 
(1939), acq., 1939-1 (Part 1) CB. 
28. 


In order for an organization to 
qualify as an exempt labor organiza- 
tion, it is necessary that its activities 
be those commonly or historically 
recognized as characteristic of labor 
organizations, or be closely related and 
necessary to accomplishing the princi- 
pal purposes of exempt labor organiza- 
tions. 

Historically, labor organizations 
were primarily organized to negotiate 
wages, hours, and working conditions. 
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Additionally, labor organizations were 
organized as mutual benefit organiza- 
tions that provided death, sickness, 
and accident benefits to members. 

A review of the legislative history 
in this area, however, fails to show 
that labor organizations were exempt- 
ed from Federal income taxation be- 
cause they provided savings plans for 
employees. Additionally, savings plans 
that disburse money on an annual 
basis are not closely related to a labor 
organization’s principal activities of 
negotiating wages, hours, and work- 
ing conditions nor are such savings 
plans closely related and necessary to 
providing the mutual benefits char- 
acteristically associated with labor 
organizations. 

Accordingly, because the described 
organization fails to provide a bene- 
fit for which labor organizations have 
traditionally been exempted from Fed- 
eral income taxation, and since the 
organization’s activities are not closely 
related and necessary to accomplish- 
ing the principal activities of labor 
organizations, it fails to qualify for 
exemption from Federdl income tax 
under section 501(c) (5) of the Code. 


26 CFR 1.501(c)(5)-1: Labor, agricul- 
tural, and horticultural organizations. 
Agricultural; livestock marketing 
facility. A nonprofit organization 
that owns and operates a livestock 
facility and leases it to local mem- 
bers of a nonexempt national asso- 
ciation of farmers for use in imple- 
menting the association’s collective 
bargaining program with  proc- 
essors does not qualify for exemp- 
tion as an agricultural organization. 


Rev. Rul. 77-153 


Advice has been requested whether 
the nonprofit organization described 
below qualifies for exemption from 
Federal income tax under section 501 
(c) (5) of the Internal Revenue Code 
of 1954 as an agricultural organiza- 
tion. 

The organization is a corporation 
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created by a group of farmers in a 
particular area, all of whom are mem- 
bers of a nonexempt national associa- 
tion of farmers. The national associa- 
tion represents its local membership in 
collective bargaining on contracts with 
processors covering selling prices and 
other conditions of disposal of the 
members’ livestock. The corporation 
was formed to purchase land and to 
erect and maintain thereon a facility 
through which livestock, marketed 
through the national association’s col- 
lective bargaining program, could be 
collected, weighed, sorted, graded, and 
then shipped to buyers. 

The corporation’s principal activity 
is the operation and leasing of this fa- 
cility to local members of the national 
association. Each farmer using the fa- 
cility pays a fee to the corporation 
based upon the weight and/or kind of 
livestock being marketed. This fee is 
set at a level that will pay operating 
costs as well as the monthly payments 
on indebtedness incurred in acquiring 
the land and constructing the facility. 
Once the indebtedness is paid, the fee 
will be reduced to cover only operat- 
ing costs. 

Section 501(c) (5) of the Code pro- 
vides for the exemption from Federal 
income tax of agricultural organiza- 
tions. 

Section 1.501(c)(5)-1 of the In- 
come Tax Regulations states that the 
organizations contemplated by section 
501(c) (5) of the Code as entitled to 
exemption from income taxation are 
those which have as their objects the 
betterment of the conditions of those 
engaged in such pursuits, the improve- 
ment of the grade of their products, 
and the development of a higher de- 
gree of efficiency in their respective 
occupations. 

The operation and leasing of a fa- 
cility for collecting, weighing, sorting, 
grading, and shipping of livestock, the 
organization’s principal activity, is the 
providing of a business service to those 
members who make use of the na- 
tional association’s collective bargain- 
ing program. This service merely re- 
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lieves the members of the organization 
of work they would either have to per- 
form themselves or have performed for 
them. Such activity does not serve an 
exempt purpose of an agricultural or- 
ganization under section 1.501 (c) (5)- 
1 of the regulations. See Rev. Rul. 
74-195, 1974-1 C.B. 135, and Rev. 
Rul. 66-105, 1966-1 C.B. 145. 

Accordingly, the organization does 
not qualify for exemption from Fed- 
eral income tax under section 501 
(c) (5) of the Code as an agricultural 
organization. 


26 CFR 1.501(c)(5)-1: Labor, agricul- 
tural, and horticultural organizations. 

Labor; nurses’ association. A 
nurses’ association whose mem- 
bership includes a small percent- 
age of self-employed private duty 
nurses and whose primary activity 
is acting as a collective bargaining 
agent for its members qualifies for 
exemption as a labor organization 
under section 501(c)(5) of the 
Code. 


Rev. Rul. 77-154 


Advice has been requested whether 
the nonprofit organization described 
below is exempt from Federal income 
tax as a labor organization described 
in section 501(c)(5) of the Internal 
Revenue Code of 1954. 


The organization is an association 
of persons engaged in the nursing pro- 
fession in a particular state. Member- 
ship is open to all persons engaged in 
the profession who are graduates of 
an accredited school of nursing and 
who are licensed to practice in at least 
one state. Except for a small percent- 
age of the membership that as private 
duty nurses are independent contrac- 
tors, the members of the organization 
are employed by various institutions, 
organizations, and doctors in the state. 

The purposes of the organization 
are to foster high standards within the 
nursing profession, to promote the pro- 
fessional and educational advancement 
of nurses, and to promote the improve- 


ment of nursing services. Its primary 
activity is acting as a collective bar- 
gaining agent for its members in con- 
tract negotiations between the various 
institutions and the nurses employed 
by them. It also operates a health and 
welfare fund that is funded from mem- 
bers’ dues for the membership. Other 
activities engaged in by the organiza- 
tion include sponsoring a biennial con- 
vention ; operating periodic workshops, 
conferences, and institutes; and pro- 
viding scholarships for continuing edu- 
cation. 

Section 501(c) (5) of the Code pro- 
vides for the exemption from Federal 
income tax of labor organizations. 

Section 1.501(c)(5)-1(a) of the 
Income Tax Regulations provides that 
labor organizations contemplated by 
section 501(c) (5) of the Code include 
those which have as their objects the 
betterment of the conditions of those 
engaged in labor, and the development 
of a higher degree of efficiency in 
their respective occupations. 

By acting as the collective bargain- 
ing agent for its membership and op- 
erating the health and welfare fund 
for their benefit, the organization has 
as its object the betterment of condi- 
tions of those engaged in labor. See 
Rev. Rul. 76-31, 1976-1 C.B. 157, and 
Rev. Rul. 62-17, 1962-1 C.B. 87. By 
sponsoring the conventions and oper- 
ating the workshops, conferences, and 
institutes, the organization has as its 
object the developing of a higher de- 
gree of efficiency within the nursing 
profession. 

Since the organization otherwise 
meets the requirements for exemption 
from Federal income tax under section 
501(c) (5) of the Code, and most of 
its members are employees, the inclu- 
sion of a small percentage of inde- 
pendent contractors in its membership 
does not affect its exempt status. See 
Rev. Rul. 74-167, 1974-1 C.B. 134. 

Accordingly, since the organization’s 
activities and objects are those of a 
labor organization, it qualifies for ex- 
emption from Federal income tax 


under section 501(c) (5) of the Code. 
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Even though an organization con- 
siders itself within the scope of this 
Revenue Ruling, it must file an appli- 
cation on Form 1024, Application for 
Recognition of Exemption, in order to 
be recognized by the Service as exempt 
under section 501(c) (5) of the Code. 
See section 1.501(a)-1 of the regula- 
tions. In accordance with the instruc- 
tions to Form 1024, the application 
should be filed with the District Di- 
rector of Internal Revenue for the key 
district indicated therein. 


26 CFR 1.501(c)(6)-1: Business leagues, 
chambers of commerce, real estate boards, 
and boards of trade. 


Rev. Rul. 77-112 


An organization composed of per- 
sons studying for a degree in a particu- 
lar profession may be an association 
of persons having a common business 
interest within the meaning of section 
1.501(c) (6)-1 of the Income Tax 
Regulations. Even though the students 
are not presently engaged in a busi- 
ness, if the purpose of the organization 
is to promote their common interests 
as future members of that profession, 
and if it otherwise qualifies, the orga- 
nization is a business league exempt 
from Federal income tax under section 
501(c)(6) of the Internal Revenue 
Code of 1954. 


26 CFR 1.501(c)(6)-1: Business leagues, 
chambers of commerce, real estate boards, 
and boards of trade. 

Business league; trade show; re- 
bate of floor deposit. Cash rebates 
made by an exempt business asso- 
ciation to member and nonmember- 
exhibitors who participate in the 
association’s annual industry trade 
show, that represent a portion of an 
advance floor deposit paid by each 
exhibitor to insure the show against 
financial loss, are made to all ex- 
hibitors on the same basis, and 
may not exceed the amount of the 
deposit, do not adversely affect the 
association’s exempt status. 


Rev. Rul. 77-206 


Advice has been requested whether, 
under the circumstances described be- 
low, an association’s exempt status 
under section 501(c) (6) of the Inter- 
nal Revenue Code of 1954 is adversely 
affected by making cash rebates to 
exhibitors who participate in its trade 
shows. 

The association was formed to pro- 
mote a particular line of business. As 
part of its activities, the association 
annually sponsors an industry trade 
show that is designed to stimulate in- 
terest in, and to encourage demand 
for, the industry’s products and serv- 
ices. Members of the association as 
well as nonmembers are permitted to 
enter exhibits in the show. Each ex- 
hibitor is required to make an ad- 
vance floor deposit to insure the show 
against financial loss. If revenues from 
the show exceed expenses and floor 
deposits, a portion of the floor deposit 
is returned to all exhibitors on the 
same basis. Rebates may not exceed 
the amount of the advance floor de- 
posits. 

Section 501(c)(6) of the Code 
provides for the exemption from Fed- 
eral income tax of business leagues, 
not organized for profit and no part 
of the net earnings of which inures to 
the benefit of any private shareholder 
or individual. 


Section 1.501({c)(6)-1 of the In- 
come Tax Regulations describes a 
business league as an association of 
persons having some common business 
interest, the purpose of which is to 
promote such common interest and 
not to engage in a regular business of 
a kind ordinarily carried on for profit. 

An exempt business league may gen- 
erally make cash distributions to its 
members without loss of exemption 
where such distributions represent no 
more than a reduction in dues or con- 
tributions previously paid to the league 
to support its activities. In King 
County Insurance Association, 37 
B.T.A. 288 (1938), acq., 1938-1 C.B. 
17, members made cash advances to 
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the association to help meet operating 
costs. These advances were made with 
the understanding that a part of them 
would be refunded from commissions 
received by the association for writing 
municipal insurance policies. The 
court held that the refunds made to 
members did not affect the associa- 
tion’s status as an exempt business 
league, since such refunds served 
merely to reduce the amount of dues 
which otherwise would have had to 
be contributed by the membership. 

Similarly, in this case the effect of 
refunding a portion of the floor de- 
posits is to reduce the exhibitors’ cost 
of participating in the trade show. 
Rebates are made to all exhibitors on 
the same basis and may not exceed the 
amount of the deposits. Under these 
circumstances, such rebates do not 
constitute inurement of net earnings 
within the meaning of section 501 (c) 
(6) of the Code and do not adversely 
affect the association’s exempt status. 

The facts in this case are distin- 
guishable from those in Michigan 
Mobile Home and Recreational Ve- 
hicle Institute, 66 T.C. 770 (1976), 
which involved a business league that 
sponsored an industry trade show and 
made space rental rebates only to its 
member-exhibitors. | Nonmember-ex- 
hibitors were not entitled to such re- 
bates although they were charged the 
same rates as members for exhibition 
space. The court held that rebates to 
member-exhibitors constituted an in- 
urement of income within the mean- 
ing of section 501(c) (6) of the Code 
and that the league did not qualify 
for exemption. 


26 CFR 1.501(¢)(13)-1: Cemetery com- 
panies. 

Cemetery company; property 
purchased under percentage ar- 
rangement. A nonprofit cemetery 
company that acquires land from a 
for-profit cemetery company, under 
an agreement providing payment to 
the former owners on the basis of 
a percentage of the sales price of 
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each cemetery lot sold, is not ex- 
empt from tax as a cemetery de- 
scribed in section 501(c)(13) of the 
Code; Rev. Rul. 61-137 amplified. 


Rev. Rul. 77-70 


Advice has been requested whether 
a cemetery company that acquires land 
in the manner described below quali- 
fies for exemption from Federal in- 
come tax under section 501(c) (13) 
of the Internal Revenue Code of 1954. 


The organization was incorporated 
under the nonprofit laws of its state 
for the purpose of owning and operat- 
ing a nonprofit cemetery company for 
the burial or disposal of human re- 
mains, with powers to do all things 
necessary or incident to the carrying 
out of such purposes. The articles of 
incorporation provide that the or- 
ganization shall be under the direc- 
tion and control of a board of trustees. 
Under its bylaws, each lot owner is 
declared to be a member with one vote 
in the proceedings of the organization. 
The articles also provide that no part 
of the net earnings of the organization 
shall inure to any private shareholder 
or individual. 


The information presented discloses 
that subsequent to its organization but 
prior to commencing sales operations, 
the organization entered into a stock 
purchase agreement with the share- 
holders of a for-profit cemetery com- 
pany. All the trustees of the newly 
formed organization were shareholders 
of the former for-profit cemetery com- 
pany. Under the terms of the agree- 
ment all of the stock of the for-profit 
company was sold to the organization. 
In consideration therefor, the organi- 
zation agreed to pay to the former 
shareholders 30 percent of the gross 
selling price of all lots sold from the 
property thus acquired. Subsequent to 
the date of the original agreement, the 
organization acquired additional land 
from the same sellers. The terms of 
this purchase agreement were similar 
to the original agreement, that is, the 
land was to be paid for on the basis 
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of a percentage of the sales price of 
each lot sold from the land. 


Under the terms of both agreements 
there was no fixed price, nor a mini- 
mum annual payment, and no stated 
interest rate. The agreement was to 
continue until all the property was 
sold. 


The activities of the instant cor- 
poration consist of owning, operating, 
and maintaining a cemetery for the 
interment of human remains. Its re- 
ceipts are derived from sales of grave 
sites and burial and interment services. 
Expenditures are made for salaries, 
commissions to salesmen of burial sites, 
taxes, payments on cemetery property, 
insurance, maintenance of cemetery 
property, payments into the perpetual 
care fund, and miscellaneous operat- 
ing expenses. 


Section 501(c) (13) of the Code 
describes certain organizations exempt 
from income tax under section 501 (a) 
and reads as follows: 


Cemetery companies owned and oper- 
ated exclusively for the benefit of their 
members or which are not operated for 
profit; and any corporation chartered 
solely for the purpose of the disposal of 
bodies by burial or cremation which is not 
permitted by its charter to engage in any 
business not necessarily incident to that 
purpose, no part of the net earnings of 
which inures to the benefit of any private 
shareholder or individual. 


Rev. Rul. 61-137, 1961-2 C.B. 118, 
deals with a similar question. That 
Revenue Ruling states, in pertinent 
part, as follows: 


Where a cemetery company acquires 
land at an undeterminable price, to be 
paid for on the basis of a percentage of the 
proceeds from the sale of individual lots 
from the tract, the vendor of the land has 
a continuing interest in the land. Any ap- 
preciation in value, whether it be due to 
the state of the market generally or the 
cemetery’s own efforts to undertaking capi- 
tal improvements, etc., will result in a 
benefit to the vendor of the land. Continu- 
ing participation in the earnings of the 
cemetery company will also ordinarily re- 
sult in receipt by the vendor of a total 
price substantially in excess of the reason- 
able value of the land at the time of its 
sale to the cemetery company. (Emphasis 
added). 


In Forest Latwn Memorial Park As- 


sociation, Inc. v. Commissioner, 45 
B.T.A. 1091 (1941), where the asso- 
ciation entered into a contract for 
the purchase of cemetery lands on 
the basis of a percentage of the gross 
proceeds from the sale of individual 
lots, etc., the United States Board of 
Tax Appeals held, in part, that there 
was no inurement of the organization’s 
net earnings to the benefit of any 
private individual, because the 
amounts paid as the purchase price 
of the land were deductions from gross 
receipts and thus never became part 
of the organization’s net earnings. The 
Forest Lawn Memorial Park Associa- 
tion, Inc., case is not followed by the 
Service as a precedent in the disposi- 
tion of similar cases. See Non- 
acquiescence, 1960-2 C.B. 8. 


In more recent cases the courts 
upheld the Service’s views. In con- 
sidering transactions by which a ceme- 
tery acquires land under the terms of 
an open-ended or percentage arrange- 
ment contract in which the transferor 
receives a percentage of the sale price 
of each lot, these courts concluded 
that the substance of the transaction 
was to create an equity interest in the 
transferor because all the traditional 
elements of a true debt are missing: 
(1) there is no unqualified obligation 
on the part of the cemetery company 
to pay because the installments de- 
pend on the sale of lots; (2) there 
is no maturity date because the obliga- 
tion is to continue until all lots are 
sold; (3) there is no sum certain 
since the price of the lots is subject 
to change; (4) there is no stated in- 
terest rate; (5) there is no minimum 
annual payment; (6) there is no right 
to share with general creditors; (7) 
there is no paid-in capitalization of 
the company; and (8) the transferors 
have control of the cemetery com- 
pany. Restland Memorial Park of 
Dallas v. United States, 509 F. 2d 187 
(5th Cir. 1975) ; Rose Hills Memorial 
Park Association v. United States, 
463 F. 2d 425 (Ct. Cl. 1972), cert. 
den., 414 U.S. 822; and Knollwood 
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Memorial Gardens v. Commissioner, 
46 T.C. 764 (1966). 

Applying the foregoing reasoning 
and factors to this case, it is concluded 
that the transferors acquired an equity 
interest in the cemetery company. It 
follows, therefore, that payments to 
the transferors by the cemetery com- 
pany constitute prohibited inurement 
of net earnings to a shareholder or 
individual since such payments, at 
least in part, would be distributions 
of the profits of the cemetery company. 

Accordingly, the organization in 
question is not exempt from Federal 
income tax as a cemetery described 
in section 501(c) (13) of the Code. 

Rev. Rul. 61-137 is hereby ampli- 
fied. 


26 CFR 1.501 (c) (17)-1: Supplemental un- 
employment benefit trusts. 

Supplemental unemployment 
benefit trust. A trust established 
pursuant to a collective bargaining 
agreement between an association 
of employers and a labor union to 
compensate union members for an- 
ticipated lost wages because of the 
adoption of a new loading process 
in the shipping industry, with eligi- 
bility for benefits not limited to 
those union members suffering a 
loss of hours worked or wages, does 
not qualify for exemption under 
section 501(c)(17) of the Code. 


Rev. Rul. 77-43 


Advice has been requested whether 
the trust described below qualifies for 
exemption from Federal income tax 
under section 501(c) (17) of the In- 
ternal Revenue Code of 1954. 


The trust was established pursuant 
to a collective bargaining agreement 
between an association of employers 
and a labor union. The purpose of the 
trust is to compensate union members 
for anticipated lost wages because of 
the adoption of a new loading process 
in the shipping industry. By employ- 
ing the new process, loading time per 
ton is reduced, resulting in a reduc- 


tion of the number of working hours 
available to union members. 


Union members who worked 700 
hours or more as stevedores in the 
previous calendar year are eligible for 
compensation benefits from the trust. 
Eligibility for benefits is not limited 
to those union members suffering a 
loss of hours worked or wages. The 
trust is funded by employer contribu- 
tions of x cents for every ton of cargo 
loaded using the new process. The 
amount of compensation benefits to be 
distributed is determined by dividing 
the amount of employer contributions 
in the trust by the number of eligible 
union members. The trust pays the 
compensation benefits at the end of 
each calendar year to the eligible un- 
ion members. 


Section 501(c)(17) of the Code 
provides for the exemption from Fed- 
eral income tax of trusts forming part 
of a plan providing for the payment 
of supplemental unemployment com- 
pensation benefits. 


Section 501(c)(17)(D) of the 
Code defines the term “supplemental 
unemployment compensation benefits” 
to mean benefits paid to an employee 
because of his involuntary separation 
from the employment of the employer 
(whether or not such separation is 
temporary) resulting directly from a 
reduction in force, the discontinuance 
of a plant or operation, or other simi- 
lar condition, and sick and accident 
benefits subordinate to such benefits. 

Section 1.501(c) (17)-1(a) (4) of 
the Income Tax Regulations states 
that the trust must be part of a plan 
which provides that the corpus and 
income of the trust cannot (before 
the satisfaction of all liabilities to em- 
ployees covered by the plan) be used 
for, or diverted to any purpose other 
than, the providing of supplemental 
unemployment compensation benefits. 
Thus, if the plan provides for the 
payment of any benefits other than 
supplemental unemployment compen- 
sation benefits, the trust will not be 
entitled to exemption as an organiza- 


Section 507 


tion described in section 501(c) (17) 
of the Code. 

Section 1.501(c)(17)-1(b) (1) of 
the regulations defines the term “sup- 
plemental unemployment compensa- 
tion benefits” to mean benefits paid 
to an employee because of his invol- 
untary separation from the employ- 
ment of the employer whether or not 
such separation is temporary, but only 
when such separation is one resulting 
directly from a reduction in force, the 
discontinuance of a plant or opera- 
tion, or other similar condition. 

Section 1.501(c) (17)-1(b) (4) of 
the regulations states that the term 
“other similar conditions” includes, for 
example, involuntary separation from 
the employment of the employer re- 
sulting from cyclical, seasonal, or 
technological causes. 

Rev. Rul. 70-189, 1970-1 C.B. 134, 
holds that where a company estab- 
lishes a supplemental unemployment 
benefit trust to pay benefits to em- 
ployees who have lost income because 
of a reduction in the number of work- 
ing hours, such payments will be 
treated as supplemental unemploy- 
ment compensation benefits under sec- 
tion 501(c) (17) of the Code. 

The distributions made by the trust 
do not constitute supplemental unem- 
ployment compensation benefits since 
there is no showing that all union 
members receiving the benefits were 
involuntarily separated from employ- 
ment or actually incurred a reduction 
in the number of hours worked be- 
cause of the new loading process. 


Accordingly, the trust does not 
qualify for exemption from Federal 
income tax under section 501 (c) (17) 
of the Code. 





Part I1.—Private Foundations 





Section 507.—Termination of 
Private Foundation Status 

26 CFR 1.507-2: Special rules; transfer to, 
or operation as, public charity. 

(Also Section 442; 1.442-1.) 


Private foundation; status termi- 
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nation; change in accounting pe- 
riod. A private foundation that gave 
notice that it was terminating its 
private foundation status by operat- 
ing as a public charity for a 60- 
month period beginning with the 
first day of its next taxable year 
and that it was changing its annual 
accounting period from a calendar 
to a fiscal year pursuant to section 
1.442-1(c)(2) of the regulations 
may begin the 60-month period on 
the earlier fiscal year date. 


Rev. Rul. 77-113 


On February 1, a private foundation 
gave notice to the Service pursuant to 
section 507(b) (1) (B) (ii) of the In- 
ternal Revenue Code of 1954 and sec- 
tion 1.507-2(b) (3) of the Income Tax 
Regulations that it was terminating its 
private foundation status by operating 
as a public charity for a continuous 
60-month period beginning with the 
first day of its next taxable year. 

In conjunction with that notice, the 
private foundation also gave notice, in 
accordance with section 1.442-1(c) of 
the regulations, that it was changing 
its annual accounting period from a 
calendar year to a fiscal year begin- 
ning April 1. The private foundation 
is a nonprofit corporation and meets 
all of the requirements of section 
1.442-1(c) (2) for changing its annual 
accounting period without the prior 
approval of the Commissioner. 

Held, by changing its annual ac- 
counting period pursuant to section 
1.442-1(c) (2), the private foundation 
may begin the 60-month period re- 
quired for termination of its private 
foundation status with a fiscal year 
beginning April 1 rather than waiting 
until the date that its next taxable 
year formerly would have begun. 


26 CFR 1.507-2: Special rules; transfer to, 
or operations as, public charity. 


Effect of restrictions and conditions upon 
the distribution of net assets by a private 
foundation terminating its status as such. 
See T.D. 7465, page 65. 
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Section 508.—Special Rules With 
Respect to Section 501(c)(3) 
Organizations 

26 CFR 1.508-1: Notices. 

(Also Section 7502; 301.7502-1.) 

Status; application for recogni- 
tion; date of notice. The date of 
notice for purposes of section 508 
(a) of the Code is the date of the 
U.S. postmark stamped on the 
cover in which an exemption appli- 
cation is mailed or, if no postmark 
appears on the cover, the date the 
application is stamped as received 
by the Service. 


Rev. Rul. 77-114 


The Internal Revenue Service has 
been asked whether the date of notice 
for purposes of section 508(a) of the 
Internal Revenue Code of 1954 is the 
date of receipt of a properly com- 
pleted and executed Form 1023, Ap- 
plication for Recognition of Exemp- 
tion, or the date the cover in which 
the exemption application is mailed is 
postmarked. 

Section 508(a) of the Code pro- 
vides, with certain exceptions, that an 
organization organized after October 
9, 1969, shall not be treated as an or- 
ganization described in section 501 (c) 
(3) unless it gives notice to the Secre- 
tary or his delegate that it is applying 
for recognition of such status within 
the time prescribed for giving notice 
in the applicable Income Tax Regu- 
lations. 

Section 1.508-1(a) (2) (i) of the In- 
come Tax Regulations provides that 
such notice shall be given within 15 
months from the end of the month in 
which the organization was organized. 
Such notice is filed by submitting a 
properly completed and_ executed 
Form 1023, Application for Recogni- 
tion of Exemption. Notice should be 
filed with the District Director. 

Section 7502(a)(1) of the Code 
provides, in general, that if any return, 
claim, statement, or other document is 
required to be filed before a specified 
date, and the document is delivered 


by United States mail after such date 
to the agency, officer, or office with 
which such document is required to be 
filed, it shall be deemed to have been 
filed on or before the date if the 
United States postmark stamped on 
the cover in which such document is 
mailed is dated or or before the date 
prescribed for filing. 

Held, the date of notice for pur- 
poses of section 508(a) of the Code is 
the date of the United States postmark 
stamped on the cover in which the 
exemption application is mailed. How- 
ever, if the cover does not contain a 
postmark, the date of notice is the 
date the Form 1023 is stamped as re- 
ceived by the Service. 


26 CFR 1.508-1: Notices. 
(Also Section 509; 1.509(a)-1.) 

Private foundations; status; un- 
timely notification. A corporation 
that states it is a private foundation 
when it files an application for rec- 
ognition of exemption subsequent 
to the 15 month deadline provided 
by regulation is treated as an orga- 
nization described in section 501 
(c)(3) of the Code and as a private 
foundation only from the date it 
files its application. 


Rev. Rul. 77-207 


Advice has been requested as to the 
effective date of private foundation 
status of a charitable corporation de- 
scribed in section 501(c)(3) of the 
Internal Revenue Code of 1954. 

The X Foundation, a charitable 
corporation, was incorporated on 
April 26, 1972. On September 17, 
1973, it applied to the Internal Rev- 
enue Service for recognition of exempt 
status under section 501(c) (3) of the 
Code and was so recognized by the 
Service shortly thereafter. In its ap- 
plication for exemption, it stated that 
it is a private foundation described in 
section 509(a). It is not described in 
section 508(c). 

Section 508(a) of the Code provides 
that an organization, other than one 
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described in section 508(c), organized 
after October 9, 1969, shall not be 
treated as an organization described in 
section 501(c) (3) unless it has given 
notice to the Secretary or his delegate 
in such a manner as may be prescribed 
by regulations. 

Section 1.508-1(a) of the Income 
Tax Regulations provides (with ex- 
ceptions not here relevant) that an 
organization seeking exemption under 
section 501(c) (3) of the Code must, 
within fifteen months from the end of 
the month in which it was organized, 
or March 22, 1973, whichever is later, 
give the Commissioner notice that it 
is applying for recognition of exemp- 
tion. If it fails to give notice within 
this period, after establishing its quali- 
fications, it will be treated as exempt 
only from the date it files its applica- 
tion. 

Section 509(a) of the Code defines 
a private foundation as an organiza- 
tion described in section 501(c) (3) 
which is not described in sections 509 
(a) (1) through (4). 

Because X Foundation is a corpora- 
tion, was organized after October 9, 
1969, and did not apply for recogni- 
tion of exemption before the expira- 
tion of the fifteen month deadline 
provided in section 1.508-1(a) of the 
regulations, for purposes of exemption 
under section 501(a) of the Code, it 
cannot be treated as an organization 
described in section 501(c) (3) prior 
to the date of its application on Sep- 
tember 17, 1973. Because section 509 
defines a private foundation as an 
organization described in section 501 
(c)(3), X Foundation cannot be a 
private foundation until September 
17, 1973, the date it is first treated as 
described in section 501(c) (3). Since 
X Foundation states that it is not de- 
scribed in sections 509(a) (1) through 
(4), however, it is classified as a pri- 
vate foundation from that date. 


26 CFR 1.508-1: Notices. 
(Also Section 509; 1.509(a)-1.) 


Private foundations; status; un- 


timely notification. A corporation 
that states it is a publicly sup- 
ported charity when it files its ap- 
plication for recognition of exemp- 
tion subsequent to the 15 month 
deadline provided by regulation 
cannot be treated as an organiza- 
tion described in section 501(c)(3) 
of the Code before the. date it files 
its application; financial support re- 
ceived prior to that date may not be 
used for purposes of determining 
whether the organization is publicly 
supported. 


Rev. Rul. 77-208 


Advice has been requested as to the 
private foundation status of a charita- 
ble corporation described in section 
501(c) (3) of the Internal Revenue 
Code of 1954 that, under the circum- 
stances desrcibed below, does not file 
a timely notice under section 508(a). 

The Y Foundation, a charitable 
corporation, was incorporated on 
April 26, 1974. On September 17, 
1975, it applied to the Internal Rev- 
enue Service for recognition of exempt 
status under section 501(c) (3) of the 
Code and was so recognized by the 
Service shortly thereafter. In its appli- 
cation for exemption, Y Foundation 
stated that it is not a private founda- 
tion because it is a “publicly supported 
charity” described in section 170(b) 
(1) (A) (vi). Y Foundation is not de- 
scribed in section 508(c). 

Section 508(a) of the Code pro- 
vides that an organization, other than 
one described in section 508(c), orga- 
nized after October 9, 1969, shall not 
be treated as an organization described 
in section 501(c)(3) unless it has 
given notice to the Secretary or his 
delegate in such a manner as may be 
prescribed by regulations. 


Section 1.508-1(a) of the Income 
Tax Regulations provides (with ex- 
ceptions not here relevant) that an 
organization seeking exemption under 
section 501(c) (3) of the Code must, 
within fifteen months from the end of 
the month in which it was organized, 
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or March 22, 1973, whichever is later, 
give the Commissioner notice that it 
is applying for recognition of exemp- 
tion. If it fails to give notice within 
this period, after establishing its quali- 
fications, it will be treated as exempt 
only from the date it files its applica- 
tion. 

Section 509(a) of the Code defines 
a private foundation as an organiza- 
tion described in section 501(c) (3) 
which is not described in sections 509 
(a)(1) through (4). Section 509(a) 
(1) includes organizations described 
in section 170(b) (1) (A) (vi). 

Because Y Foundation is a corpora- 
tion, was organized after October 9, 
1969, and did not apply for recogni- 
tion of exemption before the expira- 
tion of the fifteen month deadline 
provided in section 1.508-1(a) of the 
regulations, it cannot be treated as an 
organization described in section 501 
(c) (3) of the Code prior to the date 
of its application on September 17, 
1975. Thus, it was neither exempt 
under section 501(c) (3) nor a private 
foundation under section 509(a) prior 
to that date. See Rev. Rul. 77-207, 
page 152 of this Bulletin. 


In its application for exemption, Y 
Foundation stated that it is a “pub- 
licly supported charity” described in 
section 170(b)(1)(A)(vi) of the 
Code and not a private foundation. 
Consistent with the fact that Y Foun- 
dation is treated as described in sec- 
tion 501(c) (3) for purposes of both 
exemption and foundation status only 
as of the date of its application for 
exemption, it will be considered a new 
organization as of that date in deter- 
mining whether it meets the require- 
ments of section 170(b) (1) (A) (vi). 
If, pursuant to section 1.170A-9(e) 
(5) of the regulations, Y Foundation 
provides evidence that it can reason- 
ably be expected to meet the support 
requirements of section 1.170A-9(e) 
(2) or (3), it may obtain an advance 
ruling that it will be treated as a sec- 
tion 170(b) (1) (A) (vi) organization. 
No financial support received prior to 
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the date of its application may be used 
for purposes of determining whether 
it is publicly supported. 


26 CFR 1.508-1: Notices. 


Extension of section 508(b) reliance 
period for community trusts. See Rev. 
Proc. 77-20, page 585. 





Section 509.—Private Foundation 
Defined 


26 CFR 1.509(a)-1: Definition of private 
foundation. 


Private foundation status of a charitable 
corporation prior to the date of its late no- 
tice under 508(a) of the Code. See Rev. 
Rul. 77-207, page 152. 


26 CFR 1.509(a)-1: Definition of private 


foundation. 


Private foundation status of a charitable 
corporation filing application for recogni- 
tion of exemption under section 501(c) (3) 
of the Code more than fifteen months after 
it was organized. See Rev. Rul. 77-208, 
page 153. 


26 CFR 1.509(a)-1: Definition of private 
foundation. 


Procedures of the Service with respect to 
initial and continuing qualification of orga- 
nizations to which section 7428 of the 
Code, Declaratory Judgments Relating to 
Status and Classification of Organizations 
Under Section 501(c) (3), Etc., applies. 
See Rev. Proc. 77-21, page 586. 


26 CFR 1.509(a)-3: Broadly, publicly sup- 
ported organizations. 
(Also Section 170; 1.170A-9.) 

Publicly supported organization; 
extended advance ruling. A newly 
created organization, exempt from 
tax under section 501(c)(3) of the 
Code, that wishes to obtain an ex- 
tended advance ruling for purposes 
of determining whether it will 
qualify as a publicly supported or- 
ganization must submit a request 
for the extended advance ruling at 
the same time as its request for an 
initial advance ruling. 


Rev. Rul. 77-115 


Advice has been requested whether, 
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under the circumstances described be- 
low, a newly created organization, ex- 
empt from Federal income tax under 
section 501(c) (3) of the Internal Rev- 
enue Code of 1954, may receive an 
extended advance ruling for purposes 
of determining if it will qualify as a 
publicly supported organization under 
section 509(a)(2) or under section 
509(a)(1), as an organization de- 
scribed in section 170(b) (1) (A) (vi). 

The newly created organization is 
exempt from Federal income tax un- 
der section 501(c) (3) of the Code. At 
the time the organization applied for 
exemption, it requested and received 
an advance ruling that it would be 
treated as a publicly supported organi- 
zation and not as a private foundation 
during an advance ruling period, on 
the basis that it could reasonably be 
expected to be a publicly supported 
organization of the type described in 
either section 170(b)(1)(A)(vi) or 
509(a) (2). At that time, the organi- 
zation did not request an extended 
advance ruling. 


At the end of its advance ruling pe- 
riod, the organization submitted cer- 
tain financial information in support 
of its claim to be a publicly supported 
organization. However, the informa- 
tion submitted failed to support the 
organization’s claim, and it was noti- 
fied by the Internal Revenue Service 
that it did not meet the requirements 
of either section 170(b) (1) (A) (vi) or 
509(a) (2) of the Code, and was being 
classified as a private foundation. 

Upon receiving this notification, the 
organization submitted a request for 
an extended advance ruling and filed 
Form 872-C, Consent Fixing Period of 
Limitation Upon Assessment of the 
Tax Under Section 4940 of the Inter- 
nal Revenue Code of 1954, in order 
to have more time to satisfy the public 
support requirements of section 170 
(b) (1) (A) (vi) or 509(a) (2) of the 
Code. 

Section 509(a) of the Code provides 
that the term “private foundation” 
means a domestic or foreign organiza- 





tion described in section 501(c) (3) 
other than an organization described 
in section 509(a) (1), (2), (3), or (4). 
Organizations coming within section 
509(a)(1) are those described in 
clauses (i) through (vi) of section 170 
(b) (1) (A). 

Section 170(b)(1)(A) (vi) of the 
Code describes an organization which 
normally receives a substantial part of 
its support (exclusive of income re- 
ceived in the exercise or performance 
by such organization of its charitable, 
educational, or other purpose or func- 
tion constituting the basis for its ex- 
emption under section 501(a)) from 
a governmental unit or from direct or 
indirect support from the general pub- 
lic. 

Section 509(a) (2) of the Code gen- 
erally describes an organization which 
normally receives more than one-third 
of its support in each taxable year 
from any combination of (i) gifts, 
grants, contributions, or membership 
fees, and (ii) gross receipts from ad- 
missions, sales of merchandise, per- 
formance of services, or furnishing fa- 
cilities, in an activity which is not an 
unrelated trade or business; and which 
normally receives not more than one- 
third of its support in each taxable 
year from gross investment income. 

Sections 1.170A-9(e) (5) (i) and 
1.509(a)-3(d) (1) of the Income Tax 
Regulations provide, respectively, that 
a ruling or determination letter that 
an organization is described in section 
170(b) (1) (A) (vi) or 509(a) (2) of 
the Code will not be issued to a newly 
created organization prior to the close 
of its first taxable year consisting of at 
least 8 months. However, such an or- 
ganization may request an advance 
ruling or determination letter that it 
will be treated as a section 170(b) (1) 
(A) (vi) or 509(a)(2) organization 
for an advance ruling period consist- 
ing of its first 2 taxable years (or first 
3 taxable years, if its first taxable year 
consists of less than 8 months). 


Section 1.170A-9(e) (5) (iv) and 
1.509(a)-3(d) (4) of the regulations 
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provide, respectively, that the advance 
ruling period shall be extended for a 
period of 3 taxable years after the 
close of the unextended advance rul- 
ing period if the organization so re- 
quests, but only if such organization’s 
request accompanies its request for an 
advance ruling and is filed with a con- 
sent under section 6501(c) (4) to the 
effect that the period of limitation 
upon assessment under section 4940 
for any taxable year within the ex- 
tended advance ruling period shall not 
expire prior to 1 year after the date 
of the expiration of the time prescribed 
by law for the assessment of a defi- 
ciency for the last taxable year within 
the extended advance ruling period. 
An organization’s extended advance 
ruling period is 5 taxable years if its 
first taxable year consists of at least 8 
months, or is 6 taxable years if its first 
taxable year is less than 8 months. 


In order to receive an extended ad- 
vance ruling an organization seeking 
such a ruling must make its request, 
and file a consent pursuant to section 
6501(c) (4) of the Code, at the same 
time it requests its advance ruling. 
With exceptions not here relevant, 
neither the regulations under section 
170(b) (1) (A) (vi) nor under section 
509(a) (2) authorize any extension of 
an advance ruling unless it is requested 
in the manner described above. 

In this case, since the organization 
did not request an extended advance 
ruling at the time it requested its ad- 
vance ruling, it may not receive an 
extended advance ruling for purposes 
of determining if it will qualify as a 
publicly supported organization under 
section 509(a) (2) of the Code or un- 
der section 509(a) (1), as an organiza- 
tion described in section 170(b) (1) 


(A) (vi). 


26 CFR 1.509(a)-3: Broadly publicly sup- 
ported organizations. 

(Also Section 170; 1.170A-9) 
Foundation status; support re- 
ceived prior to change in opera- 
tions. Support received by an or- 


ganization prior to changes made 
in its operations to enable it to 
qualify under section 501(c)(3) of 
the Code is not taken into account 
in determining its foundation status 
under section 509. 


Rev. Rul. 77-116 


Advice has been requested whether 
support received by an organization in 
a year in which it was not described in 
section 501(c)(3) of the Internal 
Revenue Code of 1954 may be taken 
into account in determining its foun- 
dation status under section 509(a). 

The organization was formed on 
January 1, 1973, but was not described 
in section 501(c) (3) of the Code until 
it made changes in its operations. 
These changes were effective January 
1, 1974, and an application for recog- 
nition of exemption under section 501 
(c) (3) was filed on January 15, 1974. 
Exemption was recognized effective as 
of January 1, 1974, because only from 
that date was the organization oper- 
ated exclusively for section 501(c) 
(3) purposes. The organization has 
received support from various sources, 
including the general public. 

Section 509(a) of the Code pro- 
vides that the term “private founda- 
tion” means an organization described 
in section 501(c)(3) other than one 
described in, among other sections, sec- 


tion 170(b)(1)(A)(vi) or section 
509(a) (2). 
Sections 170(b)(1)(A)(vi) and 


509(a) (2) of the Code exclude from 
private foundation classification cer- 
tain types of charities receiving broad 
public financial support. 

In determining the extent of that 
financial support, the Code and regu- 
lations require a computation of the 
organization’s normal sources of sup- 
port. In such computation it is neces- 
sary to look to years prior to the year 
in question. See sections 1.170A-9(e) 
(4) and (5) and 1.509(a)-3(c) and 
(e) of the Income Tax Regulations. 

The question presented is whether 
the support received by the organiza- 
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tion in 1973, a year in which it was not 
described in section 501(c) (3) of the 
Code, may be used in making the 
foundation status determination under 
section 170(b) (1) (A) (vi) or section 
509 (a) (2). 

When the regulations under sections 
170(b) (1) (A) (vi) and 509(a) (2) of 
the Code require that an organization 
look to prior years to determine 
whether it has received broad public 
financial support they presuppose that 
the organization was described in sec- 
tion 501(c) (3) for such years and, 
therefore, that it was organized and 
operated exclusively for charitable 
purposes. The organization here was 
not operated exclusively for section 
501(c) (3) purposes prior to January 
1, 1974. Accordingly, support received 
by this organization prior to January 
1, 1974, will not be considered under 
section 170(b) (1) (A) (vi) or 509(a) 
(2) of the Code in determining its 
foundation status under section 509 


(a). 





Part I11.—Taxation of Business Income of 
Certain Exempt Organizations 





Section 513.—Unrelated Trade 
or Business 


26 CFR 1.513-1: Definition of unrelated 
trade or business. 


Whether the leasing of historically sig- 
nificant buildings, which are restored by 
an organization and leased to commercial 
establishments, is an activity which is sub- 
stantially related to the exercise or per- 
formance by such organization of its edu- 
cational purpose within the meaning of 
section 513 of the Code. See Rev. Rul. 77- 
47, page 157. 





Section 514.—Unrelated 
Debt-Financed Income 


26 CFR 1.514(a)-1: Unrelated debt- 
financed income and deductions. 
(Also Section 351; 1.351-1.) 
Debt-financed property; transfer 
to wholly owned subsidiary. The 
transfer, subject to an existing 
mortgage, of an appreciated apart- 
ment complex by a tax-exempt hos- 


155 








Section 514 


pital to its wholly owned taxable 
subsidiary in exchange for addi- 
tional stock in the subsidiary does 
not result in a gain with respect to 
which the hospital will be taxed 
under section 511 of the Code. 


Rev. Rul. 77-71 


Advice has been requested whether, 
under the circumstances described be- 
low, the transfer of appreciated debt- 
financed property from an organiza- 
tion exempt from Federal income tax 
under section 501(c)(3) of the In- 
ternal Revenue Code of 1954 to its 
wholly owned taxable subsidiary as a 
contribution to the capital of the sub- 
sidiary will be subject to the tax im- 
posed by section 511. 

A hospital exempt under section 
901(c) (3) of the Code wishes to build 
a new hospital complex to replace its 
present old and obsolete facility. The 
most desirable location for the new 
hospital complex is a site occupied by 
an apartment complex. The hospital 
purchased the land and improvements 
comprising the apartment complex 
several years ago, taking title subject to 
a first mortgage already on the prem- 
ises. 

For valid business reasons, the hos- 
pital proposes to exchange the land 
and improvements comprising the 
apartment complex, subject to the 
mortgage on the property and in a 
manner that satisfies the requirements 
of section 351(a) of the Code, for ad- 
ditional stock in its wholly owned sub- 
sidiary. 

The hospital has asked whether, un- 
der the above circumstances, the trans- 
fer of the apartment complex to its 
wholly owned subsidiary will result in 
gain with respect to which the hospital 
will be taxed under section 511. 

Section 511 of the Code imposes a 
tax on the unrelated business taxable 
income earned by organizations that 
are exempt under section 501(c) (3). 

Section 512{b) (4) of the Code pro- 
vides that in the case of debt-financed 
property, as defined in section 514, 
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there shall be included, as an item of 
gross income derived from an unre- 
lated trade or business, the amount 
ascertained under section 514(a) (1). 

Section 514(a) (1) of the Code pro- 
vides that a percentage of the gross 
income derived from or on account 
of each debt-financed property shall 
be included in the computation under 
section 512 of unrelated business tax- 
able income. . 

Section 1.514(a)-1(a)(1) (v) of the 
Income Tax Regulations provides that, 
if debt-financed property is sold or 
otherwise disposed of, a percentage of 
the total gain (or loss) derived from 
such sale or other disposition shall be 
included in the computation of un- 
related business taxable income. 


Section 351 of the Code provides, 
in part, that no gain or loss shall be 
recognized if property is transferred 
to a corporation by one or more per- 
sons solely in exchange for stock or 
securities in such corporation and im- 
mediately after the. exchange such 
person or persons are in control of 
the corporation. 


Section 357(a) of the Code pro- 
vides, in part, that if a taxpayer re- 
ceives property which would be per- 
mitted to be received under section 
351 without the recognition of gain 
if it were the sole consideration, and, 
as part of the consideration, another 
party to the exchange assumes a lia- 
bility of the taxpayer, or acquires 
from the taxpayer property subject to 
a liability, then such assumption or 
acquisition shall not be treated as 
money or other property, and shall not 
prevent the exchange from being with- 
in the provisions of section 351. 

Section 357(c) of the Code pro- 
vides, with certain exceptions not rele- 
vant here, that in the case of an ex- 
change to which section 351 applies, 
if the sum of the amount of the lia- 
bilities assumed, plus the amount of 
the liabilities to which the property 
is subject, exceeds the total of the 
adjusted basis of the property trans- 
ferred pursuant to such exchange, 





then such excess shall be considered as 
a gain from the exchange. 

Under the provisions of sections 
351(a) and 357(a) of the Code, no 
gain would be recognized by the hos- 
pital as the result of the transfer to its 
wholly owned subsidiary of all assets 
relating to the apartment complex in 
exchange for additional stock of the 
subsidiary and the assumption by the 
subsidiary of the mortgage on the 
property to the extent that such mort- 
gage does not exceed the adjusted 
basis of the property at the time of 
the transfer. 

Section 514 of the Code and the 
regulations thereunder expressly recog- 
nize the applicability of other Internal 
Revenue Code provisions in deter- 
mining gross income derived from or 
on account of each debt-financed 
property. See, for example, section 
1.514(a)-1(b)(2) of the regulations. 
The legislative history and the regula- 
tions do not indicate that section 514 
was intended to render taxable a 
transaction which would not be tax- 
able by virtue of a nonrecognition pro- 
vision of the Code if it were carried 
out by an entity which is not tax- 
exempt. 

Accordingly, the transfer of appre- 
ciated debt-financed property from the 
organization to its wholly owned sub- 
sidiary solely in exchange for stock will 
not result in gain with respect to 
which the exempt transferor-organiza- 
tion will be taxed under section 511. 


26 CFR 1.514(b)-1: Definition of debt- 
financed property. 
(Also Section 513; 1.513-1.) 

Unrelated debt-financed income; 
leases of historically or architec- 
turally significant buildings. Build- 
ings, acquired through assumption 
of outstanding mortgages by an ex- 
empt organization that restores, 
preserves, and exhibits buildings 
of historical and/or architectural 
significance, constitute debt-fi- 
nanced property within the mean- 
ing of section 514(b)(i) of the Code 
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when they are leased at fair rental 
value for uses that neither bear 
any relationship to the buildings’ 
historical or architectural signif- 
icance nor accommodate viewing 
by the general public. 


Rev. Rul. 77-47 


Advice has been requested whether 
property acquired and used in the 
manner described below constitutes 
debt-financed property within the 
meaning of section 514(b) (1) of the 
Internal Revenue Code of 1954. 

An organization that is exempt from 
Federal income tax under section 501 
(c)(3) of the Code was formed to 
promote the appreciation of history 
and architecture by acquiring, restor- 
ing, and preserving buildings of his- 
torical and/or architectural signifi- 
cance. In most instances, the organiza- 
tion opens the restored buildings to 
the general public for a nominal ad- 
mission fee. By carrying on its activi- 
ties in this manner, the organization is 
operating for educational purposes es- 
sentially in the same manner as a 
museum. 


Occasionally, the organization ac- 
quires an historically or architectur- 
ally significant building by assuming 
an outstanding mortgage on the prop- 
erty as a part of the purchase price. 
Some of the buildings that are ac- 
quired in this manner are leased for 
uses that neither bear any relation- 
ship to the building’s historical or 
architectural significance nor accomo- 
date viewing by the general public. 

Rent charged by the organization 
for these buildings generally conforms 
with the fair market value of the 
particular building and is sufficient to 
recover the cost of purchase, restora- 
tion, and maintenance, and generate 
net income for use in the organiza- 
tion’s exempt functions. All leases by 
the organization are made subject to 
restrictive covenants to insure that the 
historical architecture of the buildings 
is maintained by the lessee. 

Section 514(b)(1) of the Code de- 


fines the term “debt-financed prop- 
erty” which is held to produce income 
and with respect to which there is an 
acquisition indebtedness as defined in 
section 514(c). 

Section 514(c) (2) (A) of the Code 
provides that the term “acquisition in- 
debtedness” includes property acquired 
subject to a mortgage or other similar 
lien. 

Section 514(b)(1)(A)(i) of the 
Code excludes from the definition of 
debt-financed property any property 
substantially all the use of which is 
substantially related (aside from the 
need of the organization for income 
or funds) to the exercise or perform- 
ance by such organization of the pur- 
pose or function constituting the basis 
for its exemption. 


Section 1.514(b)-1(b)(1) of the 
Income Tax Regulations provides 
that, in determining whether the ex- 
clusion set forth in section 514(b) (1) 
(A) (i) of the Code is applicable, the 
principles in section 1.513-1 should be 
applied in determining whether there 
is a substantial relationship between 
the property and the exempt purpose 
of the organization. 

Section 1.513-1(d)(2) of the regu- 
lations generally provides that trade or 
business is “related” to exempt pur- 
poses only where the conduct of the 
business activities has causal relation- 
ship to the achievement of exempt 
purposes (other than through the 
production of income) ; and it is “sub- 
stantially related” only if the causal 
relationship is a substantial one. Thus, 
for the conduct of trade or business to 
be substantially related to the purposes 
for which exemption is granted, the 
production of goods or the perform- 
ance of the services involved must con- 
tribute importantly to the accomplish- 
ment of these purposes. 

The buildings that the organization 
acquired through the assumption of 
outstanding mortgages and leased after 
restoration may constitute “debt-fi- 
nanced property” within the meaning 
of section 514(b)(1) of the Code 


since such property is held to produce 
income and is subject to acquisition 
indebtedness. Thus, it is necessary to 
determine whether substantially all of 
the use of the buildings is substantially 
related to the organization’s exempt 
purpose, and therefore excluded from 
the definition of debt-financed prop- 
erty under the provisions of section 
514(b) (1) (A) (i). 

The organization’s educational pur- 
pose is carried on by acquiring, re- 
storing, and preserving historically and 
architecturally significant buildings 
and making such buildings available 
for public viewing in a manner similar 
to a museum. The leasing of buildings 
under the circumstances presented 
bears no relationship to the historic or 
architectural significance of the build- 
ings and neither accommodates nor 
encourages viewing by the general 
public. This leasing does not contrib- 
ute importantly to the accomplishment 
of the organization’s educational pur- 
pose and has no causal relationship 
to the achievement of that purpose 
(aside from the need of the organiza- 
tion for income). Thus, substantially 
all the use of the buildings is not sub- 
stantially related to the organization’s 
exempt purposes. Accordingly, the 
leased buildings constitute “debt-fi- 
nanced property” within the meaning 
of section 514(b)(1) of the Code. 


26 CFR 1.514(c)-1: Acquisition indebt- 
edness. 

Acquisition indebtedress; sub- 
sidiary of labor union. Indebtedness 
owed to a labor union by its wholly 
owned tax-exempt subsidiary title- 
holding company resulting from a 
loan to pay debts incurred to ac- 
quire two income-producing office 
buildings is not “acquisition in- 
debtedness” within the meaning of 
section 514(c) of the Code. 


Rev. Rul. 77-72 


Advice has been requested whether, 
under the circumstances described be- 
low, an indebtedness owed by a sub- 
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sidiary organization to its parent orga- 
nization is “acquisition indebtedness” 
within the meaning of section 514(c) 
of the Internal Revenue Code of 1954. 


The subsidiary is a corporation x- 
empt from Federal income tax under 
section 501(c)(2) of the Code as a 
title-holding company. It is wholly 
owned by a labor union that is exempt 
from Federal income tax under section 
501(c)(5). It was created by the 
union to hold title to real property 
with the intent that all of the income 
therefrom be remitted to the union. It 
holds title to two office buildings, col- 
lects the income therefrom, and turns 
over the entire amount thereof, less 
expenses, to the union. 


The union advanced funds, from 
existing resources and without any bor- 
rowing, to the subsidiary to pay a 
debt owed by the subsidiary to a third 
party, which debt was previously in- 
curred in acquiring the property. Since 
that time, neither the union nor the 
subsidiary has incurred any indebted- 
ness with respect to acquiring or im- 
proving the property. The only in- 
debtedness with respect to the acqui- 
sition or improvement of the property 
is that owed by the subsidiary to the 
union for its advances. The union has 
no outstanding indebtedness with re- 
spect to the property. The subsidiary’s 
indebtedness to the union is repre- 
sented by a demand note on which 
payments are made whenever the sub- 
sidiary has the available cash to do so. 
The books of the union and the sub- 
sidiary list the outstanding debt as 
“interorganizational indebtedness”. 

Section 514 of the Code provides 
that, in computing an exempt orga- 
nization’s unrelated business taxable 
income, there shall be included as 
an item of gross income from unre- 
lated trade or business a percentage 
of the gross income derived from any 
property held for the production of 
income and with respect to which 
there is an acquisition indebtedness at 
any time during the taxable year. 


Section 514(c) (1) of the Code pro- 
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vides, in general, that the term “acqui- 


sition indebtedness” means the unpaid 
amount of 


(A) the indebtedness incurred by the 
organization in acquiring or improving 
debt-financed property ; 


(B) the indebtedness incurred before 
the acquisition or improvement of such 
property if such indebtedness would not 
have been incurred but for such acquisition 
or improvement; and 


(C) the indebtedness incurred after the 
acquisition or improvement of such prop- 
erty if such indebtedness would not have 
been incurred but for such acquisition or 
improvement and the incurrence of such 
indebtedness was reasonably foreseeable at 
the time of such acquisition or improve- 
ment. 

The intent of section 514 of the 
Code is to treat an otherwise exempt 
organization in the same manner as 
an ordinary business enterprise to the 
extent that the exempt organization 
purchases property through the use 
of borrowed funds. H.R. Rep. No. 91- 
413, 91st Cong., Ist Sess. 46 (1969), 
1969-3 C.B. 200, 230. Although the 
subsidiary’s books show an indebted- 
ness to the union, such indebtedness 
is not the type contemplated under 
section 514. In this situation, the very 
nature of the title-holding company 
as well as the parent-subsidiary rela- 
tionship show this indebtedness to be 
merely a matter of accounting be- 
tween the organizations rather than 
an indebtedness as contemplated by 
section 514. 


Accordingly, the interorganizational 
indebtedness owed to the union by its 
wholly owned subsidiary title-holding 
company is not acquisition indebted- 
ness within the meaning of section 514 
(c) of the Code. 





Subchapter G.—Corporations Used to Avoid 
Income Tax on Shareholders 
Part Il.—Personal Holding Companies 





Section 543.—Personal 
Company Income 

26 CFR 1.543-1: Personal holding com- 
pany income. 

(Also Sections 612, 614; 1.612-4, 1.614-2.) 


Personal holding company; in- 


Holding 





come from oil and gas property. 
Gross income received by a cor- 
poration from the sale of oil and 
gas production attributable to its 
working interests in oil and gas 
properties is not personal holding 
company income within the mean- 
ing of section 543(a)(3) of the 
Code. 


Rev. Rul. 77-127 


Advice has been requested whether 
income received from the sale of oil 
and gas production attributable to 
working interests in oil and gas prop- 
erties is personal holding company 
income within the meaning of section 
543(a)(3) of the Internal Revenue 
Code of 1954. 

X, a domestic corporation, was 
formed in 1974 for the sole purpose 
of acquiring and exploiting certain 
working interests in oil and gas prop- 
erties that were held by five individ- 
uals. The working interests were trans- 
ferred to X by the five individuals 
solely in exchange for all of the voting 
common stock of X. 

The working interests were trans- 
ferred subject to the terms of operating 
agreements that were entered into by 
the five individuals and owners of 
working or operating interests in ad- 
jacent oil and gas properties prior to 
the transfer of the working interests 
to X. Under the terms of the oper- 
ating agreements, each working in- 
terest owner bears its proportionate 
part of the burden of development and 
operating costs, and each working in- 
terest owner has the right to take in 
kind its share of oil and gas produc- 
tion. X sells its share of production, 
and its only revenues consist of sales 
proceeds from oil and gas production 
attributable to its working interests. 

Section 543 (a) (3) of the Code pro- 
vides that the term personal holding 
company income includes the portion 
of the adjusted ordinary gross income 
that consists of the adjusted income 
from mineral, oil, and gas royalties pro- 
vided that certain specified conditions 
are not met. 
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Secion 1.543-1(b) (11) (ii) of the 
Income Tax Regulations defines the 
term “mineral, oil, and gas royalties”, 
as meaning all royalties, including 
overriding royalties and certain pro- 
duction payments, received from any 
interest in mineral, oil, and gas prop- 
erty. 

Section 1.614-2(b) of the regula- 
tions defines an operating mineral in- 
terest as a separate mineral interest as 
described in section 614(a) of the 
Code that is burdened by the costs of 
operating the mineral property. This 
section also provides that an operating 
mineral interest does not include roy- 
alty interests or similar interests such 
as production payments or net profits 
interests. 


Section 1.612-4(a) of the regula- 
tions defines an operator as one who 
holds a working or operating interest 
in any tract or parcel of land either as 
a fee owner or under a lease or any 
other form of contract granting work- 
ing or operating rights. Thus, a work- 
ing mineral interest is synonymous 
with an operating mineral interest. 


Accordingly, the gross income re- 
ceived by a corporation from the sale 
of oil and gas production attributable 
to its working interests in oil and gas 
properties is not personal holding 
company income within the meaning 
of section 543(a) (3) of the Code. 





Subchapter H.—Banking Institutions 
Part 1.—Rules of General Applications to 
Banking Institutions 





Section 585.—Reserves for Losses 
on Loans of Banks 


Whether an overdraft loss incurred as 
the result of a check-kiting scheme should 
be treated as a theft loss or a charge to the 
reserve for bad debts. See Rev. Rul. 77- 
215, page 51. 


Whether either the loans made to the 
New York Port Authority or a purchase 
money mortgage are includible in the eli- 
gible loan base. See Rev. Rul. 77-216, 
page 52. 





Part Il.—Mutual Savings Banks, etc. 





Section 593.—Reserves for Losses 
on Loans 


26 CFR 1.593-7: Establishment and treat- 
ment of reserves for bad debts. 


Savings and loan association; 
writedown subsidiary’s assets; 
charge to tax adjustment account. 
A savings and loan association that 
for book purposes accounts for its 
investment in a real estate develop- 
ment subsidiary by the equity 
method of accounting may charge 
unrealized losses, resulting from 
a writedown of the subsidiary’s as- 
sets, to a subsidiary ledger “tax 
adjustment” account maintained 
for tax purposes and controlled to 
the general ledger Total Reserves 
and Undivided Profits accounts 
without such charge being treated 
as a charge against the subsidiary 
ledger accounts established under 
section 593(c)(1) of the Code or 
increasing gross income for tax 
purposes. 


Rev. Rul. 77-128 


Advice has been requested whether 
a taxpayer described in section 593 (a) 
of the Internal Revenue Code of 1954 
may use a “tax adjustment account” 
to reconcile its general ledger accounts 
established for financial and regulatory 
purposes with its subsidiary ledger ac- 
counts used for tax purposes under the 
circumstances set forth below. 


P, engaged in the business of accept- 
ing savings deposits and making real 
estate loans, is a Federally insured sav- 
ings and loan association not having 
capital stock represented by shares and 
is subject to the rules of the Federal 
Savings and Loan Insurance Corpora- 
tion (12 CFR 561-571). P files a cal- 
endar year consolidated return with its 
wholly owned subsidiary, S, and for 
book purposes accounts for its invest- 
ment in § by the equity method of ac- 
counting in accordance with estab- 
lished accounting principles. Under 


Section 593 


the equity method of accounting, a 
parent corporation, for book purposes, 
recognizes gains or losses in the invest- 
ment in its subsidiary in the period in 
which the gains or losses are reported 
by the subsidiary in its financial state- 
ment. 

The principal business of S has been 
the acquisition and development of 
land, construction of condominiums, 
and the management and sale of con- 
dominium units. § halted further con- 
struction of condominium units in 
1974 and initiated liquidation of all 
related assets. For financial statement 
purposes only, S wrote down its assets 
to their estimated realizable values as 
of December 31, 1974, and the result- 
ant estimated losses and estimated fu- 
ture costs to be incurred totaling 400x 
dollars were charged to operations for 
the period then ended. 


As a result of P’s accounting for its 
investment in § by the equity method 
of accounting, P charged the amount 
of 400x dollars as a loss for book pur- 
poses and accordingly reduced its 
Total Reserves and Undivided Profits 
general ledger accounts. 


P also maintained four subsidiary 
ledger accounts for tax purposes, the 
total of which equalled the sum of the 
general ledger Total Reserves and Un- 
divided Profits accounts. The tax ac- 
counts consisted of the three subsidiary 
ledger accounts established pursuant 
to section 593(c) (1) of the Code and 
an account designated Tax-free or 
Tax-paid Accumulations. The tax-free 
accumulations arose in years in which 
the earnings of P and similarly situated 
building and loan associations were 
either not subject to tax (pre-1952) or 
only partially taxed (1952 through 
1962). Tax-paid accumulations arose 
from earnings that have been fully 
taxed (post-1962 years) . 

P has established a tax adjustment 
account as another subsidiary ledger 
account that is controlled to its general 
ledger Total Reserves and Undivided 
Profits accounts. P’s loss from its in- 
vestment in S that exceeds the tax-free 
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Section 593 


and tax-paid accumulations in its sub- 
sidiary ledger account has_ been 
charged to this tax adjustment ac- 
count. The result has been to use up 
the balance in the Tax-free and Tax- 
paid Accumulation account and to re- 
flect a “contra balance” in the tax ad- 
justment account. Since P’s loss in S 
was not realized in 1974, the loss will 
‘ not be reflected for Federal income 
tax purposes. 

Section 593(c) (1) of the Code pro- 
vides, in part, that a domestic building 
and loan association that uses the re- 
serve method of accounting for bad 
debts shall establish and maintain a 
reserve for losses on qualifying real 
property loans, a reserve for losses on 
nonqualifying loans, and a supple- 
mental reserve for losses on loans. 

Section 1.593-7(a) of the Income 
Tax Regulations requires an organiza- 
tion described in section 593(a) of the 
Code, such as P, to establish and main- 
tain as a permanent part of its regular 
books of account an account for each 
of the reserves established pursuant to 
section 593(c)(1). Section 1.593-7 
(a) (2) (i) states that a taxpayer may 
establish and maintain a permanent 
subsidiary ledger containing an ac- 
count for each of such reserves. If a 
taxpayer maintains such a permanent 
subsidiary ledger, the total of the re- 
serve accounts in such ledger and the 
total of the reserve accounts in any 
other ledger must be reconciled. 


Section 1.593-7(c) (1) of the regu- 
lations provides that if a savings and 
loan association charges any of the re- 
serves established pursuant to section 
593(c) (1) of the Code and the regu- 
lations for an item other than a bad 
debt, gross income for such year shall 
be increased by the amount of such 
charge. 


Section 593 of the Code and the reg- 
ulations thereunder call for strict com- 
pliance and continuing supervision and 
maintenance of reserve accounts by 
those who wish to take advantage of 
the reserve method of accounting for 
bad debts. Commercial Savings & 
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Loan Association, 53 T.C. 14 (1969). 
The booking requirement set out by 
the Code and the regulations is in- 
tended to insure that the deduction is 
taken only for actual additions to gen- 
uine bad debt reserves. The privilege 
of deducting amounts for predicted 
bad debts before they are ascertained 
contemplates that the amounts are 
earmarked and are not to be used for 
any purpose other than to apply 
against bad debts as they occur, for 
any use for such an inconsistent pur- 
pose is under penalty of having re- 
stored to income the amount so used. 
Levelland Savings and Loan Assoc. v. 
United States, 421 F.2d 243, 246 (5th 
Cir. 1970) ; Leesburg Federal Savings 
and Loan Association, 55 T.C. 378, 
387 (1970). 


The crucial question in this situa- 
tion, therefore, is whether the amounts 
P enters on its subsidiary ledger tax 
adjustment account represent the use 
of its bad debt reserves for a purpose 
outside of the intendment of section 
1.593-7(a) (2) (i) of the regulations 
so as to trigger the inclusion in income 
of such amounts. 


As the result of P’s entries for book 
purposes, the sum of the general ledger 
Total Reserves and Undivided Profits 
accounts was less than the total of the 
three subsidiary ledger accounts estab- 
lished pursuant to section 593(c) (1) 
of the Code and the subsidiary ledger 
Tax-free and Tax-paid Accumulations 
account. If P had charged the section 
593(c) subsidiary ledger bad debt re- 
serve accounts with the amount of the 
book loss on its subsidiary, such 
amount would constitute a charge for 
an item other than a bad debt within 
the meaning of section 1.593-7(c) (1) 
of the regulations. P therefore charged 
the amount of the loss which exceeded 
the subsidiary ledger Tax-free and 
Tax-paid Accumulations account to a 
tax adjustment account set up in the 
subsidiary ledger that it controlled to 
the general ledger Total Reserves and 
Undivided Profits accounts and not to 
the subsidiary ledger bad debt reserve 


accounts. In Rev. Rul. 68-475, 1968-2 
C.B. 259, the controlling of a portion 
of a taxpayer’s subsidiary ledger to the 
general ledger undivided profits ac- 
count was approved 


An analysis of the effect of P’s rec- 
onciliation shows that the book loss in 
P’s investment in S produces no Fed- 
eral income tax consequences since 
the loss under the equity method for 
book purposes is not a realizable event 
for tax purposes. 


Section 1.593-7(a) of the regula- 
tions was not intended to penalize tax- 
payers that are required to adjust their 
book reserve and undivided profits ac- 
counts as a result of the peculiarities of 
their method of accounting for book 
purposes. In Rev. Rul. 70-256, 1970-1 
C.B. 69, a tax adjustment account was 
permitted to be maintained to reflect 
the differences in accounting under 
section 595 of the Code and the rules 
of the Federal Savings and Loan In- 
surance Corporation for gains on the 
sale of property acquired by foreclo- 
sure. 


Accordingly, P may charge the loss 
in its investment in § to the Total Re- 
serves and Undivided Profits accounts 
for financial reporting purposes and to 
the subsidiary ledger tax adjustment 
account for tax purposes. Such ac- 
counting entries will not be treated as 
a charge to the three subsidiary ledger 
accounts established pursuant to sec- 
tion 593(c)(1) of the Code nor will 
gross income be increased for Federal 
income tax purposes in 1974 by the 
amount so charged to the tax adjust- 
ment account. However, all of the 
aforementioned subsidiary ledger ac- 
counts must be maintained in such a 
manner that the taxpayer and the 
Service can readily determine the tax 
effect of any action that affects the 
subsidiary ledger bad debt reserve and 
tax adjustment accounts or any ac- 
count in the general ledger to which 
they are controlled. 
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Subchapter !.—Natural Resources 
Part 1.—Deductions 





Section 611.—Allowance of 
Deduction for Depletion 


26 CFR 1.611-1: Allowance of deduction 
for depletion. 
(Also Section 7805; 301.7805-1.) 

Mining; cost company. After 
June 30, 1977, all mining corpora- 
tions operating as “cost com- 
panies” within the meaning of Rev. 
Ruls. 56-542, 68-28, and 71-140 
will be treated as separate taxpay- 
ers and will be required to compute 
their own income, deductions, cred- 
its, and tax liabilities; Rev. Ruls. 
56-542, 68-28, and 71-140 revoked. 


Rev. Rul. 77-1° 


Reconsideration has been given to 
Rev. Rul. 56-542, 1956-2 C.B. 327, as 
amplified by Rev. Rul. 68-28, 1968-1 
C.B. 5, and Rev. Rul. 71-140, 1971-1 
C.B. 161, concerning, in part, the 
right to the deduction for depletion 
in the case of a so-called “cost com- 
pany.” 

Rev. Rul. 56-542 provides that, if 
certain criteria are met, stockholder- 
participants in a cost company that 
operates a mine are entitled to cer- 
tain deductions, including depletion 
and depreciation, by virtue of rights 
acquired under a contract entitling 
them to the ore produced and ob- 
ligating them as joint venturers to fur- 
nish the funds needed by the mining 
company to develop and operate the 
mine. Rev. Rul. 68-28 applies the 
principles of Rev. Rul. 56-542 to the 
investment credit allowable on assets 
purchased by the cost company. Rev. 
Rul. 71-140 amplifies certain aspects 
of Rev. Rul. 56-542 and Rev. Rul. 
68-28. 

Rev. Rul. 56-542, Rev. Rul. 68- 
28 and Rev. Rul. 71-140 are revoked. 


Pursuant to the authority granted by 
section 7805(b) of the Internal Reve- 


1 Also released as Newn Release IR-1709, dated De- 


cember 8, 1976. 


nue Code of 1954, the revocation of 
these rulings is effective July 1, 1977. 
Subsequent to the effective date of the 
revocation of these three rulings, all 
corporations operating as cost com- 
panies within the meaning of those 
rulings will be treated as separate tax- 
payers and will be required to com- 
pute their. own income, deductions, 
credits and tax liabilities. 

A cost company and its shareholder- 
participants may request a ruling con- 
firming the tax consequences of the 
restructuring of the cost company re- 
sulting from this revocation. In appro- 
priate cases, the Service will consider 
the use of closing agreements in order 
to facilitate such restructuring. 

A corporation presently operating 
as a cost company within the meaning 
of Rev. Rul. 56-542 will be given a 
reasonable period of time beyond June 
30, 1977 in which to restructure its 
present operations and relationships 
with shareholder-participants and 
others, if it establishes that such an 
extension is necessary in order to com- 
plete the orderly and expeditious re- 
structuring of such operations and 
relationships. To request such an ad- 
ditional period, a taxpayer must sub- 
mit, within 90 days from January 3, 
1977, the date of publication of this 
Revenue Ruling in Internal Revenue 
Bulletin 1977-1, a request for a ruling 
requesting specific relief under section 
7805(b) of the Code. Such ruling re- 
quest must comply with the State- 
ment of Procedural Rules, 26 CFR 
Part 601, and Rev. Proc. 72-3, 1972-1 
C.B. 698. This ruling request must 
describe the intended restructuring of 
the cost company and include detailed 
descriptions of specific circumstances 
that justify an extension for the period 
requested. Circumstances that will 
justify the granting of an extension, 
for example, may relate to restrictions 
in existing debt obligations and lease- 
hold interests, and difficulties in trans- 
ferring title to property. If a ruling 
granting such an extension is issued, 
Rev. Rul. 56-542, Rev. Rul. 68-28 
and Rev. Rul. 71-140 will continue to 


Section 611 


apply to such taxpayer through the 
period of the extension to the extent 
permitted in such ruling. 

All such requests should be ad- 
dressed to the Commissioner of In- 
ternal Revenue, Attention T:C:C, 
1111 Constitution Avenue, N.W., 
Washington, D.C. 20224. 


26 CFR 1.611-1: Allowance of deduction 
for depletion. 

Depletion; sod and balled nurs- 
ery stock. Cost depletion of top soil 
is allowable to a taxpayer upon the 
sale of sod and balled nursery 
stock; Rev. Rul. 54-241 revoked. 


Rev. Rul. 77-12 


The Internal Revenue Service has 
reconsidered the holding in Rev. Rul. 
54-241, 1954-1 C.B. 63, that sod and 
balled nursery stock are not subject 
to the allowance for depletion, in light 
of the decision of the United States 
Tax Court in John W. Meyers, 66 
T.C. 235 (1976), to which the In- 
ternal Revenue Service acquiesces, 
page 1 this Bulletin. 

Rev. Rul. 54-241 holds that sod and 
balled nursery stock are not subject 
to the allowance for depletion because 
the productivity of the land could be 
restored by various ground condition- 
ing procedures, and that the activity 
of growing and selling sod and balled 
nursery stock is essentially a farming 
operation. 

In Meyers the court held that sod 
sold by the petitioner was a natural 
deposit subject to the depletion al- 
lowed under section 611 of the Inter- 
nal Revenue Code of 1954. The court 
found that the raising of sod neces- 
sitates seeding, fertilization, watering, 
mowing, rolling and spraying for in- 
sect control, which requires approxi- 
mately 2 years. Mature sod is ulti- 
mately harvested by cutting and roll- 
ing into strips. The depth of a cut is 
determined by the adjustment of the 
harvesting machine. Each cutting of 
sod necessarily takes with it some top 
soil. It was determined that the pe- 


161 





Section 611 


titioner’s property would be able to 
sustain 16 harvestings before the top 
soil was exhausted. 

The court in John W. Meyers con- 
cluded that if the petitioner were en- 
gaged in the severance and sale of 
top soil per se, such soil in place would 
be considered a “natural deposit,” the 
proceeds from the sale of which would 
- be subject to a cost depletion allow- 
ance. The court saw no distinction be- 
tween the sale of top soil per se and 
the sale of sod (which according to 
the definition adopted by the Court 
is “the upper stratum of the soil or 
humus that is filled with the roots of 
grass or other herbs”) since both will 
eventually result in exhaustion of the 
topsoil. 

Removing balled nursery stock from 
the ground in which the nursery stock 
grows similarly removes a certain 
amount of the top soil that adheres to 
the roots of plants. 

Section 611 of the Code provides, 
in part, that there shall be allowed as 
a deduction in computing taxable in- 
come a reasonable allowance for de- 
pletion in the case of mines and other 
natural deposits. 

Section 613(b)(7) of the Code 
specifies, for percentage depletion pur- 
poses, that the term “all other miner- 
als” does not include soil, sod, dirt, 
turf, water, or mosses. 


Section 1.612-1 of the Income Tax 
Regulations provides that the basis 
upon which the deduction for cost 
depletion is allowed, with respect to a 
mineral property, is the adjusted basis 
provided in section 1011 of the Code 
for purposes of determining gain upon 
the sale or other dispositions of such 
property. 

Rev. Rul. 78, 1953-1 C.B. 18, holds 
that soil in place is a natural deposit. 
If such top soil is severed and sold by 
the land owner, the proceeds from the 
sale are ordinary income subject to the 
allowance of cost depletion. 

Harvesting sod or balled nursery 
stock requires the removal and sale 
of some of the taxpayer’s top soil, 
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which is a natural deposit. Each cut- 
ting of sod or removal of balled nurs- 
ery stock necessarily takes with it 
some top soil. Some reduction of the 
quantity of top soil occurs. 


Accordingly, cost depletion of top 
soil is allowable to taxpayers upon the 
sale of sod or balled nursery stock. 
However, taxpayers claiming cost 
depletion of top soil upon the sale of 
sod or balled nursery stock must estab- 
lish their basis for depletion in the 
top soil, and the amount of top soil 
exhausted with the removal and sale 
of sod or balled nursery stock during 
the taxable year. 


Rev. Rul. 54-241 is revoked. 


26 CFR 1.611-1: Allowance of deduction 
for depletion. 


Treatment of royalty income received for 
services performed in obtaining leases for 
a coal mining company. See Rev. Rul. 77- 
84, page 173. 





Section 612.—Basis for Cost 
Depletion 


26 CFR 1.612-4: Charges to capital and to 
expense in case of oil and gas wells. 


Whether income received from the sale 
of oil and gas production attributable to 
working interests in oil and gas properties 
is personal holding company income within 
the meaning of section 543(a)(3) of the 
Code. See Rev. Rul. 77-127, page 158. 





26 CFR 1.612-4: Charges to capital and 
to expense in case of oil and gas wells. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil 
and gas well to a specified depth at a 
designated location on a leased tract or 
parcel of land, a taxpayer receives from the 
lessee the assignment of the entire working 
interest in the drill site and an undivided 
fraction of the working interest in the por- 
tion of the tract or parcel of land exclusive 
of the drill site. See Rev. Rul. 77-176, 
page 77. 





Section 613.—Percentage 
Depletion 


26 CFR 1.613-4: Gross income from the 


property in the case of minerals other than 
oil and gas. 
Depletion; potash; mining proc- 
esses. Neither the compacting of 
fine screenings of KCI or of stand- 
ard grade KCI fertilizer to produce 
granular grade KCl, nor the sec- 
ondary crystallization of fertilizer 
grade KCI to produce chemical 
grade KCI, is an allowable mining 
process within the meaning of sec- 
tion 613(c)(4)(D) or 613(c)(4)(1) of 
the Code. Determination of a rep- 
resentative market or field price 
was prevented by the application of 
the nonmining processes of storage 
and loading for shipment prior to 
sale, requiring a computation of 
gross income from mining by the 
proportionate profits method or an 
approved alternative method. 


Rev. Rul. 77-13 


Advice has been requested whether, 
under the circumstances described be- 
low, the treatments described as (1) 
compacting fine screenings of muriate 
of potash (KCl) or standard grade 
KCI fertilizer to produce granular 
grade KCl, and (2) the secondary 
crystallization of dissolved fertilizer 
grade KCl to produce chemical grade 
KC] are allowable mining processes 
within the meaning of either section 
613(c)(4)(D) or 613(c) (4) (I) of 
the Internal Revenue Code of 1954. 
Further, advice has been requested 
whether the fact that sales of KCl do 
not occur, in this case or in the indus- 
try in general, until after the non-min- 
ing processes of storage and loading 
for shipment are applied prevents the 
determination of a representative 
market or field price thereby neces- 
sitating the use of the proportionate 
profits method to determine the gross 
income from mining. 

“Potash” is the term applied to the 
various salts of potassium and, as 
used commercially, applies to the 
theoretical potassium oxide (K,O) 
content of a potassium salt. Sylvinite, 
the potash ore mined by the taxpayer, 
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is basically a mixture of halite (sodium 
chloride, NaCl) and sylvite (potas- 
sium chloride, KCl) with clay im- 
purities. 

The KCl produced by the taxpayer 
in the instant case is sold principally 
for use as fertilizer. A small amount of 
fertilizer grade KCl is further proc- 
essed to remove a small amount of im- 
purities and is then sold as chemical 
grade KCl. Usually the KCl is placed 
in storage until it is sold. After it is 
sold it is removed from storage and 
loaded for shipment. 


The mining processes applied by the 
taxpayer to sylvinite ore to produce 
fertilizer grade KCl are crushing, 
grinding, concentration by flotation, 
leaching, crystallization, dewatering, 
drying, and sizing. These processes 
have been recognized as allowable 
mining processes in Rev. Rul. 73- 
538, 1973-2 C.B. 197. The fertilizer 
grade KCl is separated by screening 
into commercial grades standard and 
coarse. The undersized fines tha? pass 
through the screens are also recovered. 
After sizing the fertilizer is conveyed 
to storage bins to await sale and 
shipment. 


A compacting treatment is applied 
to KCl fines and sometimes to stand- 
ard grade KC] to produce granular 
KCl, a third commercial grade of 
fertilizer. Granular KCl is produced 
in the compacting mill by passing 
KCl fines or standard grade KCl 
through rollers which compact the 
KCI into a sheet. The sheet is crushed 
and the granules are passed over 
screens to size them. The granular 
size KCl is cooled in a water bath, 
redried, and conveyed to storage. Any 
under or oversize granular KC] is re- 
processed in the compaction mill. 


Fertilizer grade KCl is about 98.9 
percent pure while chemical grade 
KCl is 99.9 percent pure. To remove 
the small amount of impurities from 
fertilizer grade KCl required to bring 
it to chemical grade KCl, the tax- 
payer applies a secondary crystalliza- 
tion treatment. 


The 98.9 percent pure KCl is dis- 
solved into a slurry which is pumped 
into leach tanks and then to the high 
grade thickener. The overflow from 
the high grade thickener goes to the 
high grade crystallizer feed tank and 
then to the crystallizers. The crystal- 
lizer slurry containing the KCl crystals 
is cycloned, centrifuged, and dried. 
The KCl produced by this treatment 
is 99.9 percent pure chemical grade 
KCl. 


Section 613(c) (2) of the Code pro- 
vides, in part, that the term “mining” 
includes not merely the extraction of 
the ores or minerals from the ground 
but also the treatment processes con- 
sidered as mining described in section 
613(c) (4) and the treatment proc- 
esses necessary or incidental thereto. 

Potash is included among the 
minerals specifically named under sec- 
tion 613(c) (4) (D) of the Code. The 
treatment processes considered as min- 
ing that are named in sections 613 
(c)(4)(D) and 1.613-4(f) (2) (i) of 
the Income Tax Regulations are 
crushing, grinding, and beneficiation 
by concentration (gravity, flotation, 
amalgamation, electrostatic, or mag- 
netic), cyanidation, leaching, crystal- 
lization, precipitation (but not includ- 
ing electrolytic deposition, roasting, 
thermal or electric smelting, or refin- 
ing), or by substantially equivalent 
processes, or combinations of proc- 
esses, used in the separation or extrac- 
tion of the product or products from 
the ore, or the mineral or minerals 
from other material from the mine or 
other natural deposit. 


Section 613(c) (4) (I) of the Code 
provides that the Secretary of the 
Treasury or the Secretary’s delegate 
may prescribe by regulations other 
treatment processes to be considered 
as mining that are not inconsistent 
with other provisions of section 613 
(c) (4). 

Section 613(c)(5) of the Code 
provides in part, that the processes of 
electrolytic deposition, roasting, cal- 
cining, thermal or electric smelting, re- 
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fining, polishing, fine pulverization, 
blending with other materials, treat- 
ment effecting a chemical change, 
thermal action, and molding or shap- 
ing shall not be considered as mining 
unless such processes are provided for 
in section 613(c) (4) or are necessary 
or incidental to processes so provided 
for. 


Section 1.613-4(f) (4) of the regu- 
lations provides that crystallization, 
which is listed in section 613(c) (4) 
(D) of the Code as a treatment proc- 
ess considered as mining, and the proc- 
esses (or combination of processes) 
that are substantially equivalent there- 
to, will be recognized as mining only 
to the extent that they are applied to 
the taxpayer’s ore or mineral for the 
purpose of separation or extraction of 
the valuable mineral product or prod- 
ucts from the ore, or for the purpose 
of separation or extraction of the 
mineral or minerals from other mate- 
rial extracted from the mine or other 
natural deposit. A process, no matter 
how denominated, will not be recog- 
nized as mining if the process bene- 
ficiates the ore or mineral to the de- 
gree that such process, in effect, con- 
stitutes smelting, refining, or any other 
nonmining process within the meaning 
of section 1.613-4(g). 


Section 1.613-4(g) (1) of the regu- 
lations provides that unless they are 
otherwise provided for in section 
1.613-4(f) as mining processes (or are 
necessary or incidental to processes 
listed therein), the following proc- 
esses are not considered to be min- 
ing processes: electrolytic deposition, 
roasting, calcining, thermal or electric 
smelting, refining, polishing, fine pul- 
verization, blending with other mate- 
rials, treatment effecting a chemical 
change, thermal action, and molding 
or shaping. 

Section 1.513-4(g) (6) (iii) of the 
regulations provides that the term 
“refining” refers to processes (other 
than mining processes designated in 
section 613(c) (4) of the Code or the 
section itself) used to eliminate im- 
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purities or foreign matter from 
smelted or partially processed metallic 
and nonmetallic ores and minerals. In 
general, a refining process is designed 
to achieve a high degree of purity by 
removing relatively small amounts of 
impurities or foreign matter from 
smelted or partially processed ores or 
_ minerals. 

Section 1.613-4(f) (5) of the regu- 
lations provides that under the au- 
thority granted the Secretary of the 
Treasury or the Secretary’s delegate 
in section 613(c) (4) (I) of the Code, 
the processes that are described in 
section 1.613-4(f) (5) (i) through (iv), 
and the processes necessary or inci- 
dental thereto, are recognized as min- 
ing processes for taxable years begin- 
ning after December 31, 1960. The 
processes described in section 1.613-4 
(f) (5) (i) through (iv) are in addi- 
tion to the specific processes recog- 
nized as mining under section 613(c) 
(4). Such additional processes are: 
(i) crushing and grinding, but not 
fine pulverization; (ii) size classifica- 
tion processes applied to the products 
of an allowable mining process; (iii) 
drying to remove free water, provided 
that such drying does not change the 
physical or chemical identity or com- 
position of the mineral; and (iv) 
washing or cleaning the surface of 
mineral particles (including the wash- 
ing of sand and gravel and the treat- 
ment of kaolin particles to remove 
surface stains), provided that such 
washing or cleaning does not activate 
or otherwise change the physical or 
chemical structure of the mineral par- 
ticles. 


To be considered a mining process 
within the meaning of section 613(c) 
(4)(D) of the Code, a treatment 
process must be applied to an ore or 
mineral for the purpose of separation 
or extraction of the valuable mineral 
product from the ore, or for the pur- 
pose of separation or extraction of the 
mineral from other material extracted 
from the mine. 


In the instant case, KCl is the only 
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mineral recovered from the sylviniie 
ore and the KCl has been separated 
from the ore prior to the application 
of the compaction process. The com- 
paction process is applied to the KCl 
merely to produce a third commercial 
grade of fertilizer rather than as an 
extraction or separation process. 

Compaction is not a named mining 
process under section 613(c) (4) (1) 
of the Code and the regulations ap- 
plicable thereto. — 

Accordingly, the compacting of fine 
KC] screenings or standard commer- 
cial grade KCl to produce granular 
commercial grade KC] is not an allow- 
able mining process within the mean- 
ing of either section 613(c) (4) (D) 
or 613(c) (4) (I) of the Code and the 
applicable regulations thereunder. 

Fertilizer grade KC] is 98.9 per- 
cent pure KCl and chemical grade 
KC] is 99.9 percent pure KCl. The 
taxpayer removes the minor amount 
of impurities from the fertilizer grade 
KCl necessary to produce chemical 
grade KCl by secondary crystalliza- 
tion. 

Section 1.613-4(f) (4) of the regu- 
lations recognizes crystallization as 
an allowable mining process only to 
the extent it is applied to an ore for 
the purpose of extracting the valuable 
mineral product from the ore. The 
taxpayer’s secondary crystallization 
treatment, however, is applied to a 
98.9 percent KCl partially processed 
concentrate to produce a 99.9 per- 
cent chemical grade product. 


Section 1.613-4(g) (6) (iii) of the 
regulations defines “refining” as a 
process, other than a mining process 
designated in section 613(c) (4) of the 
Code, designed to achieve a high de- 
gree of purity by removing relatively 
small amounts of impurities from par- 
tially processed ore. The taxpayer’s 
secondary crystallization treatment 
meets this definition of refining and is, 
therefore, a nonmining process in ac- 
cordance with sections 1.613-4(g) (1) 
and 1.613-4(g) (6) (iii). See also Rev. 
Rul. 73-556, 1973-2 C.B. 199, which 


holds that a magnetic process used to 
remove a minor amount of impurities 
from a quartzite concentrate is a 
nonmining refining process. 
Secondary crystallization is not a 
named mining process under section 
613(c) (4)(I) of the Code or the ap- 
plicable regulations thereunder. 


Accordingly, the secondary crystal- 
lization of dissolved commercial fer- 
tilizer grade KCl to produce chemical 
grade KCl is a nonmining refining 
process rather than an allowable min- 
ing process within the meaning of 
either section 613(c)(4)(D) or 613 
(c) (4) (I) of the Code and the regu- 
lations thereunder. 


Section 1.613-4(c)(1) of the regu- 
lations provides, in pertinent part, 
that if the taxpayer processes the ore 
or mineral before sale by the applica- 
tion of nonmining processes, or uses it 
in his operations, gross income from 
mining shall be computed by use of 
the representative market or field 
price of an ore of like kind and grade 
as the taxpayer’s ore or mineral after 
the application of the mining proc- 
esses actually applied (if any), and 
before any nonmining processes are 
applied. The objective in computing 
gross income from mining by the rep- 
resentative market or field price 
method is to ascertain, on the basis of 
an analysis of actual competitive sales 
by the taxpayer or others, the dollar 
amount that most nearly represents 
the approximate price at which the 
taxpayer, in light of market condi- 
tions, could have sold his ores or 
minerals if, prior to the application of 
nonmining processes, the taxpayer had 
sold the quantities and types of ores 
and minerals to which he applied non- 
mining processes. 


Section 1.613-4(d)(1) (i) of the 
regulations provides in part that if it 
is impossible to determine a represen- 
tative market or field price then, ex- 
cept as provided in section 1.613-4 
(d) (1) (ii), gross income from min- 
ing shall be computed by use of the 
proportionate profits method. 








Section 1.613-4(d) (1) (ii) of the 
regulations provides, in part, that the 
Office of the Assistant Commissioner 
(Technical) may determine that a 
method of computation is more ap- 
propriate than the proportionate prof- 
its method or the method being used 
by the taxpayer. The taxpayer may 
request such a determination. If the 
taxpayer is using a method of compu- 
tation which has been determined by 
the Office of the Assistant Commis- 
sioner (Technical) to be more ap- 
propriate than the proportionate prof- 
its method, such method shall con- 
tinue to be used until it is determined 
by the Office of the Assistant Com- 
missioner (Technical) that either the 
proportionate profits method or 
another method is more appropriate. 


The KCl products produced by the 
taxpayer in the instant case, and by 
the potash industry in general, are 
placed in storage until they are sold. 
After the products are sold they are 
removed from storage and loaded for 
shipment. The storage is to facilitate 
loading rather than a mining process, 
and therefore, storage and loading are 
nonmining processes in accordance 
with the holding of Rev. Rul. 73-538. 
Section 1.613-4(c)(1) of the regula- 
tions provides that, if nonmining proc- 
esses are applied before the sale of the 
product recovered from the ore, gross 
income from mining must be com- 
puted by use of a representative mar- 
ket or field price. 


A representative market or field 
price, however, can not be determined 
in this case because of the absence of 
actual sales of KCl by the taxpayer 
or some other taxpayer that sells KCl 
of a like kind and grade prior to the 
application of the nonmining processes 
of storage and loading for shipment. 


Accordingly, because a representa- 
tive field or market price cannot be 
determined, section 1.613-4(d) of the 
regulations requires that the taxpayer 
compute the gross income from min- 
ing by the proportionate profits 
method, or by an alternative method 


determined by the Office of the As- 
sistant Commissioner (Technical) to 
be more appropriate than the pro- 
portionate profits method in that it 
more clearly reflects gross income from 
mining than the proportionate profits 
method. 


26 CFR 1.613-4: Gross income from the 
property in the case of minerals other than 
oil and gas. 

Depletion; gross income from 
property; limitation; use of market 
or field price. Section 1.613-4(c) 
(6) of the regulations modifies the 
presumption, concerning the limi- 
tation on gross income from the 
property when a representative 
market or field price is used, by 
specifying that in the case of min- 
erals other than oil and gas the 
presumption is applied to the 
product or products actually sold 
rather than to only the first mar- 
ketable product or group of prod- 
ucts actually sold. 


Rev. Rul. 77-33 


Advice has been requested whether 
section 1.613-4(c) (6) of the Income 
Tax Regulations, as added by T.D. 
7170, 1972-1 C.B. 178, modifies the 
presumption contained in_ section 
1.613-3(c) (6) concerning the limita- 
tion on gross income from the property 
when a representative field or market 
price is used to compute gross income 
from mining. 

Section 1.613-3(c)(6) of the regu- 
lations provides, in part, as follows: 


It shall be presumed that a price is not 
a representative market or field price for 
the taxpayer’s ore or mineral if the sum of 
such price plus the total of all costs of 
the nonmining processes (including non- 
mining transportation) which the taxpayer 
applies to his ore or mineral regularly 
exceeds the taxpayer’s actual sales price of 
his first marketable product or group of 
products. See paragraph (d) (1) (iv) of this 
section for the definition of the term “first 
marketable product or group of products”. 
For example, if the total of all costs of non- 
mining processes applied by the taxpayer to 
coal for the purpose of making coke is 
$12.00 per ton, and if the taxpayer’s 
actual sale price for such coke is $18.00 
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per ton, a price of $7.00 per ton would 
not be representative market or field price 
for the taxpayer’s coal. 


Section 1.613-4(a) of the regulations 
provides, in part, as follows: 

The rules contained in this section are 
applicable to the determination of gross 
income from the property in the case of 
minerals other than oil and gas and the 
the rules contained in § 1.613-3 are not 
applicable to such determination, not- 
withstanding provisions to the contrary in 


§ 1.613-3. 


Section 1.613-4(c) (6) of the regu- 
lations provides, in part, as follows: 


It shall be presumed that a price is not 
a representative market or field price for 
the taxpayer’s ore or mineral if the sum of 
such price plus the total of all costs of the 
nonmining processes (including nonmining 
transportation) which the taxpayer applies 
to his ore or mineral regularly exceeds the 
taxpayer’s actual sales price of his product. 
For example, if on a regular basis the total 
of all costs of nonmining processes applied 
by the taxpayer to coal for the purpose of 
making coke is $12.00 per ton, and if the 
taxpayer’s actual sale price for such coke 
is $18.00 per ton, a price of $7.00 per ton 
would not be a representative market or 
field price for the taxpayer’s coal which is 
used for making coke. 


Section 1.613-4(c) (6) of the regula- 
tions, as added by T.D. 7170, contains 
essentially the same provisions as sec- 
tion 1.613-3(c) (6). However, section 
1.613-4(c) (6) contains the phrase “of 
his product” in lieu of the phrase “of 
his first marketable product or group of 
products,” and drops the reference to 
the definition of the “first marketable 
product or group of products.” Section 
1.613-4(c) (6) also modifies the exam- 
ple and clarifies the language to indi- 
cate that the acceptability of the repre- 
sentative market or field price is de- 
termined with respect to the actual 
sales price of the product sold, and thus 
is not restricted to the actual sales price 
of only the first marketable product. 

Accordingly, section 1.613-4(c) (6) 
of the regulations modifies the pre- 
sumption concerning the limitation on 
gross income from the property when a 
representative market or field price is 
used by specifying that, in the case of 
minerals other than oil and gas, the 
presumption is applied to the product 
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or products actually sold rather than 
to only the first marketable product or 
group of products actually sold. 


26 CFR 1.613-4: Gross income from the 
property in the case of minerals other than 
oil and gas. 

Depletion; breach of contract 
- settlement. Amounts received in 
settlement of a breach of contract 
suit by a mineowner from a pur- 
chaser who refused to accept deliv- 
ery of the mineral extracted from 
the mine, thereby forcing the mine- 
owner to sell the mineral at a lower 
price, are not includible in gross 
income from mining for purposes 
of computing the percentage deple- 
tion under section 613 of the Code. 


Rev. Rul. 77-57 


Advice has been requested whether, 
under the circumstances described be- 
low, the amount received in settle- 
ment of a breach of contract suit is 
includible in the taxpayer’s gross in- 
come from mining for the purpose of 
computing percentage depletion pur- 
suant to section 613 of the Internal 
Revenue Code of 1954. 

In 1972, X entered into a contract 
with Y, an unrelated purchaser of 
mineral mined from X’s mines. The 
contract provided for the purchase 
and delivery to Y of a specified per- 
centage of X’s production for 3 years. 
Y accepted delivery of the mineral for 
the first 18 months of the contract. 
After that, Y refused to accept any 
further delivery of the mineral from 
X. Consequently, during the balance 
of the contract term the mineral re- 
fused by Y was sold by X after the 
application of only mining processes. 
These latter sales to other unrelated 
purchasers were at arm’s-length nego- 
tiated prices but were lower than the 
price specified in the contract with Y. 


As a result of the lower prices re- 
ceived on the sales to others, X sued 
Y for breach of contract and was 
awarded damages. By compromise X 
agreed to accept 15x dollars in settle- 
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ment of its claim against Y. The 
amount received from the sale of the 
mineral, 75x dollars, plus 15x dollars 
settlement was 90x dollars, which was 
10x dollars less than the price orig- 
inally specified in the contract with Y. 
X reported the total amount, 90x dol- 
lars, as gross income from mining in 
its Federal income tax returns. 


Section 611(a) of the Code provides 
that in the case of mines there shall be 
allowed as a deduction in computing 
taxable income a reasonable allowance 
for depletion according to the peculiar 
circumstances in each case, made 
under regulations prescribed by the 
Secretary or the Secretary’s delegate. 


Section 613(a) of the Code pro- 
vides, in part, that in the case of mines, 
the depletion allowance shall be based 
upon a percentage, specified in section 
613(b), of the gross income from the 
property, excluding any rents or royal- 
ties paid or incurred with respect to 
such property. Such allowance shall 
not exceed 50 percent of the taxable 
income from the property (computed 
without allowance for depletion). 


Section 613(c) (1) of the Code de- 
fines the term “gross income from the 
property,” in the case of a property 
other than an oil or gas well, as the 
gross income from mining. 

Section 1.613-4(a) of the Income 
Tax Regulations defines the term 
“gross income from mining” as 
that amount of income attributable to 
the extraction of ores or minerals from 
the ground and the application of 
mining processes, including mining 
transportation. This statement is am- 
plified in subdivisions (i) and (ii) of 
section 1.613-4(b) (1), which provide 
that gross income from mining is the 
actual amount for which the ore or 
mineral is sold prior to the application 
of nonmining processes with the ex- 
ception of nonmining transportation as 
provided in section 1.613-4(g) (2). 

In Guthrie v. United States, 323 F. 
2d 143 (6th Cir. 1963), the United 
States Court of Appeals for the Sixth 
Circuit held that proceeds received 


from business interruption insurance 
could not be included in gross income 
from mining and only the amount ac- 
tually received from the sale of coal 
could be included. There the court re- 
fused to classify insurance proceeds re- 
ceived in lieu of coal sales proceeds as 
sales proceeds and therefore held that 
they were not includible in gross in- 
come from mining. The actual pro- 
ceeds from the sale of coal were lower 
because a fire had destroyed facilities 
that could have increased the value of 
the coal by application of additional 
mining processes. 

In contrast, Amherst Coal Co. v. 
United States, 295 F. Supp. 421 (S.D. 
W.Va. 1969), aff'd per curiam, Nos. 
14,257-14,260 (4th Cir. 1971), held 
that an amount received in settlement 
of a suit for damages resulting from a 
breach of contract to purchase coal 
was to be included in gross income 
from mining. 

The Supreme Court of the United 
States, in interpreting the predecessor 
to section 613 of the Code, defined 
narrowly the term “gross income from 
the property”. In Helvering v. Moun- 
tain Producers Corp., 303 U.S. 376, 
382 (1938), 1938-1 C.B. 343, it was 
held that the courts cannot fashion a 
“theoretical gross income” for deple- 
tion purposes, but are limited ‘to a 
consideration of the actual sale price. 

Where the asset which is the sub- 
ject of the sales contract has not been 
transferred, settlement proceeds are 
not sales proceeds. The Tax Court of 
the United States in Gerald Melone, 
45 T.C. 501, 507 (1966), held that 
damages received by a seller from an 
action for breach of a land sale con- 
tract are not sales proceeds since no 
exchange takes place. See also Harold 
S. Smith, 50 T.C. 273, 279-80 (1968), 
aff'd per curiam, 418 F.2d 573 (9th 
Cir. 1969); Binns v. United States, 
254 F. Supp. 889, 891 (M.D. Tenn. 
1966), aff'd per curiam, 385 F.2d 159 
(6th Cir. 1967). 

In the instant case, the income re- 
ceived by X was the result of the set- 
tlement of a breach of contract suit 
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against Y and, not income received 
with respect to a sale of minerals. 

Accordingly, in the instant case, the 
amount received in settlement of the 
breach of contract suit by X is not in- 
cludible in gross income from mining 
for the purposes of computing percent- 
age depletion. Gross income from min- 
ing in the instant case is limited to 75x 
dollars, the amount of the actual sale 
price of the mineral. 


26 CFR 1.613-4: Taxable income from 
the property. 

Depletion; oil and gas; nonpro- 
ductive wells. A taxpayer who has 
elected to treat each operating 
mineral interest in the tract or par- 
cel as a separate property and to 
charge intangible drilling and de- 
velopment costs to expense, and 
who incurs such costs in drilling 
nonproductive wells in the further 
development of a producing deposit 
or reservoir, must deduct these 
costs from gross income from the 
property in determining taxable in- 
come from the producing “prop- 
erty” for purposes of the limitation 
on allowable percentage depletion. 
Such costs incurred in an attempt 
to penetrate an entirely different 
and separate reservoir from the 
known producing zone are de- 
ducted from gross income from the 
property in determining taxable 
income only to the extent reason- 
ably allocable to the producing de- 
posit. Rev. Rul. 58-231 superseded. 


Rev. Rul. 77-136 


Advice has been requested in the 
following situations with respect to the 
treatment of intangible drilling and 
development costs incurred in drilling 
nonproductive oil or gas wells in deter- 
mining taxable income for the purpose 
of limiting percentage depletion to 50 
percent of the taxable income from the 
property. In each situation, the pro- 
ducing oil or gas wells and the non- 
productive wells are located on the 
same tract or parcel of land. 


Situation 1: Dry holes drilled prior 
to the completion of a productive well 
in the same property in the same tax- 
able year. 

Situation 2: Dry holes and noncom- 
mercial completions drilled within the 
accepted limits of a producing mineral 
deposit, i.e., interior development 
wells. 

Situation 3: Dry holes and noncom- 
mercial completions drilled as “one 
location step-outs” to a mineral de- 
posit from which production is being 
obtained in interior wells. 


Situation 4: Dry holes drilled as “ex- 
ploratory step-outs” to a producing 
mineral deposit, but located at a con- 
siderable distance from the producing 
wells. 


Situation 5; Wells that are drilled 
through a producing mineral deposit 
to test for other potential mineral de- 
posits and, having proved unsuccess- 
ful, are plugged-back and completed 
as producers in the already producing 
mineral deposit. 


In each of the five situations the 
taxpayer made a proper election to 
treat each operating mineral interest 
in the tract or parcel of land as a sep- 
arate property pursuant to section 614 
(b) (2) of the Internal Revenue Code 
of 1954, and to charge intangible drill- 
ing and development costs to expense 
in accordance with section 1.612-4 of 
the Income Tax Regulations. 


In each of the first four situations 
the nonproductive wells were drilled 
in an effort to further develop the 
same mineral deposit from which pro- 
duction was obtained either prior to 
the drilling of the nonproductive wells 
or during the same taxable year in 
which such wells were drilled. The 
costs of drilling such dry holes were 
incurred in the development of the 
same producing mineral deposit. 

The existence of multiple oil or gas 
mineral deposits under a single tract or 
lease is a well recognized geological 
phenomenon, and the fifth situation 
involves the cost of drilling a nonpro- 
ductive well in an attempt to penetrate 
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a separate potential mineral deposit 
different from the known mineral de- 
posit already producing on the same 
tract or parcel of land. 

The allowable deduction for per- 
centage depletion is computed by ref- 
erence to section 613 of the Code. Sec- 
tion 613(a) provides as follows: 


In the case of the mines, wells, and 
other natural deposits listed in subsection 
(b), the allowance for depletion under 
section 611 shall be the percentage, speci- 
fied in subsection (b), of the gross income 
from the property excluding from such 
gross income an amount equal to any rents 
or royalties paid or incurred by the tax- 
payer in respect of the property. Such al- 
lowance shall not exceed 50 percent of the 
taxpayer’s taxable income from the property 
(computed without allowance for deple- 
tion). 

For taxable years ending on or be- 
fore December 31, 1974, the percent- 
age specified in section 613(b) of the 
Code in the case of oil and gas wells 
is 22 percent. Under the provisions of 
section 613A, effective January 1, 
1975, the allowance for percentage de- 
pletion in the case of oil and gas wells 
is available only for such wells that 
qualify under section 613A(b), the 
“Exemption for Certain Domestic Gas 
Wells,” or under section 613A(c), the 
“Exemption for Independent Pro- 
ducers and Royalty Owners.” Section 
613A(b) provides that a rate of 22 
percent shall be deemed to be specified 
in section 613(b) for purposes of sec- 
tion 613(a). Section 613A(c) provides 
with respect to so much of the taxpay- 
er’s average daily production of do- 
mestic oil or domestic natural gas that 
does not exceed the taxpayer’s depleta- 
ble quantity of such substances, that 
the rate deemed to be specified in sec- 
tion 613(b) for purposes of section 
613(a) will be 22 percent through cal- 
endar year 1980, 20 percent in 1981, 
18 percent in 1982, 16 percent in 1983, 
and 15 percent in 1984 and thereafter. 
The terms, “depletable oil quantity” 
and “depletable natural gas quantity” 
are defined in section 613A(c) (3) and 
(4), respectively. 

Whether the allowance for percent- 
age depletion is the percentage speci- 
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fied in section 613(b), section 613 
A(b), or section 613A(c) , such allow- 
ance is computed in accordance with 
section 613 and may not exceed 50 
percent of the taxpayer’s taxable in- 
come from the property (computed 
without allowance for depletion). 


Section 614(a) of the Code defines 
“property” for the purpose of comput- 
ing the depletion allowance as “each 
separate interest owned by the tax- 
payer in each mineral deposit in each 
separate tract or parcel of land.” Sec- 
tion 614(b) provides, in part, that in 
case of oil and gas wells, all of the tax- 
payer’s operating mineral interests in 
a separate tract or parcel of land shall 
be combined and treated as one prop- 
erty, but that the taxpayer may elect, 
in the time and manner prescribed by 
section 614(b) (4), to treat one or 
more of such mineral operating inter- 
ests as separate properties. 


If the taxpayer has elected to charge 
intangible drilling and development 
costs to expense, such costs must be 
deducted from gross income from the 
property in determining taxable in- 
come from the property for purposes 
of the limitation on allowable percent- 
age depletion. See section 1.613-5(a) 
of the regulations; Helvering v. Wil- 
shire Oil Co., Inc., 308 U.S. 90 
(1939), 1939-2 C.B. 213; F.H.E. Oil 
Co. v. Helvering, 308 US. 104 
(1939) , 1939-2 C.B. 212. 


It is a question of fact, in each in- 
stance, whether the nonproducing well 
was drilled in an effort to explore for 
a distinctly separate potential mineral 
deposit or was drilled in the develop- 
ment of a producing mineral deposit. 
Where the facts clearly show the limits 
of a producing mineral deposit, or 
when other circumstances clearly indi- 
cate that the nonproductive well was 
drilled without the expectation of 
penetrating the known producing min- 
eral deposit, the costs of such well are 
not allocable to the property com- 
prised of the interest of the taxpayer in 
the known producing mineral deposit, 
and the intangible costs of drilling are 
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not deductible from gross income from 
the property in determining taxable in- 
come from that property. 


In each of the first four situations 
the costs of drilling the nonproductive 
wells were attributable to the same 
property from which production was 
obtained through another well or wells 
in the same taxable year. Accordingly, 
the intangible costs of drilling such 
nonproductive wells are deductible 
from gross income from the property 
in determining taxable income from 
the producing property. 


In Situation 5, the well was plugged- 
back and completed in the producing 
deposit after the deeper objective de- 
posit proved nonproductive. Only a 
portion of the total costs of drilling are 
attributable to the producing deposit, 
the operating mineral interest in which 
is, at this time, the taxpayer’s only 
property in the tract or parcel of land 
for purposes of section 614 of the Code 
and the regulations thereunder. 


Accordingly, with respect to Situa- 
tion 5, only the portion of the total in- 
tangible costs of drilling the well that 
is reasonably allocable to the produc- 
ing deposit must be taken into consid- 
eration in determining taxable income 
from the property. 

Further, if in Situation 5 the non- 
productive well had been drilled 
through the producing mineral de- 
posit in an unsuccessful attempt to 
reach the deeper, separate mineral de- 
posit and because of well spacing reg- 
ulations applicable to the particular 
locality, could not be plugged-back 
and completed in the known produc- 
ing mineral deposit, then no part of 
the intangible costs of drilling such 
well need be considered in determin- 
ing taxable income from the produc- 
ing property. 

Rev. Rul. 58-231, 1958-1 C.B. 247, 
is superseded, since the position set 
forth therein is restated under current 
law in this Revenue Ruling. 


26 CFR 1.613-4: Gross income from the 





property in the case of minerals other than 
oil and gas. 
(Also Section 1.613-5.) 


Depletion; determination of in- 
come from mining. The Service 
Clarifies its position regarding the 
acquiescence in result in North 
Carolina Granite Corp. dealing with 
the proportionate profits method of 
determining gross income from 
mining under section 613(c) of the 
Code and the nonacquiescence 
dealing with the treatment of ex- 
penses incurred in connection with 
Federal income tax controversies 
concerning depletion deductions. 


Rev. Rul. 77-179 


The Internal Revenue Service has 
been asked to clarify its position re- 
garding the issues decided by the 
United States Tax Court in the case 
of North Carolina Granite Corp., 56 
T.C. 1281 (1971). 


The taxpayer in that case was an 
integrated miner-manufacturer of 
granite products that was able to ex- 
tract granite from its surface quarry 
at about one-third the cost of the 
operation of competitors’ pit quarries. 
Except for an insignificant amount 
sold in unprocessed or crushed form, 
the taxpayer’s granite during the years 
in question was processed and sold by 
two unincorporated divisions of the 
corporation, the curb department and 
the J.D. Sargent Granite Co. Although 
Sargent only accounted for about 20- 
25 percent of the granite sold by the 
taxpayer, it was responsible for about 
65-70 percent of the taxpayer’s non- 
mining direct costs due to the exten- 
sive nonmining processes it applied 
to the granite it sold. 

In its internal bookkeeping, the 
taxpayer’s quarry charged each proc- 
essing division for the unprocessed 
granite it used. This quarry charge, 
which reflected a substantial markup 
over direct quarry costs, was based 
on the end use of the granite and thus 
bore no relationship to the actual 
cost of quarrying. The prices for the 








taxpayer's various products were ob- 
tained by adding the quarry charge to 
certain other costs, although this 
charge was never actually divulged 
to customers. Under this system, the 
profit realized from products sold was 
divided between the taxpayer’s quar- 
rying and finishing divisions with the 
result that during the years in ques- 
tion the quarry and curb divisions 
consistently operated at a profit while 
Sargent consistently operated at a 
loss. 

During the years in question, the 
taxpayer also incurred certain ex- 
penses in connection with Federal 
income tax controversies involving its 
depletion deductions in previous years. 

The first issue decided by the court 
was the proper method of determining 
the taxpayer’s gross income from min- 
ing under section 613(c) of the In- 
ternal Revenue Code of 1954 for 
purposes of computing percentage de- 
pletion with respect to its sales of 
finished granite products. 

Section 1.613-4(c)(1) of the In- 
come Tax Regulations provides, in 
part, that the representative market 
or field price method shall be used 
to compute gross income from mining 
only if it is possible to determine a 


mining costs 
total costs 


gross sales of first 
marketable product 


Because the court believed that the 
Service’s application of the method 
understated the taxpayer’s gross in- 
come from mining by failing to ac- 
count for overall low quarry costs and 
the high nonmining costs of Sargent, 
the court applied the method in such 
a way that the taxpayer’s low min- 
ing costs were not used to its disad- 
vantage. Instead of combining the 
operations of the curb department and 
Sargent in the formula as the Gov- 
ernment contended, the court stated 
that only the costs of producing the 
items sold by the curb department 
and the gross sales of that division 
should be used in employing the 
formula. Accordingly, the court held 


market or field price and only if that 
price is determined to be representa- 
tive. 

Section 1.613-4(d)(1)(i) of the 
regulations provides, in part, that gross 
income from mining shall be com- 
puted by use of the proportionate 
profits method if a representative 
market or -field price cannot be de- 
termined. 

The court concluded that the tax- 
payer’s quarry charge, however rea- 
sonable, did not constitute either a 
representative market price or the tax- 
payer’s own sales price for unproc- 
essed granite. Since no representative 
market or field price could be deter- 
mined, the court held that the tax- 
payer must compute its gross income 
from mining by use of the proportion- 
ate profits method. This conclusion 
properly accords with the provisions 
of sections 1.613-4(c) (1) and (d) (1) 
of the regulations and therefore will 
be followed. 

However, the court applied the 
proportionate profits method to the 
taxpayer in a manner different from 
that urged by the Government. The 
proportionate profits method is ex- 
pressed in section 1.613-4(d) (4) (ii) 
of the regulations by the formula: 


gross income from mining. 


that the granite products produced 
by the curb department constituted 
the taxpayer’s first marketable prod- 
uct. Under the court’s approach, after 
determining the gross income from 
mining attributable to the curb de- 
partment’s sales, the constructive sales 
price of a cubic foot of the taxpay- 
er’s granite could be ascertained and 
then used to determine the gross in- 
come from mining attributable to the 
sales of Sargent’s products. The gross 
income from mining for both divi- 
sions then could be combined and 
used in the computation of taxable 
income from mining in order to com- 
pute the percentage depletion allow- 
ance. 
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The Commissioner acquiesced in 
result with respect to the court’s de- 
cision on this issue at 1974-2 C.B. 3. 

An acquiescence in result means ac- 
ceptance of the court’s decision but 
disagreement with some or all of the 
reasons assigned for that decision. 

The acquiescence in result with 
respect to the proportionate profits 
issue of North Carolina Granite means 
that the Service disagrees with the 
court’s modification of the propor- 
tionate profits method and therefore 
will not accept that modification with 
respect to taxpayers who must com- 
pute gross income from mining by 
means of the proportionate profits 
method. 


Section 1.613-4(c) (1) of the regu- 
lations provides, in part, that the exist- 
ence of a representative market or 
field price depends upon actual com- 
petitive sales by the taxpayer or others. 


Section 1.613-4(d) (4) (iv) of the 
regulations provides, in part, that for 
purposes of the proportionate profits 
formula, the first marketable product 
is the product produced by the tax- 
payer as a result of the application of 
nonmining processes that is first mar- 
keted in significant quantities by the 
taxpayer or others in the taxpayer's 
marketing area. This section further 
provides that sales of any product that 
results from additional nonmining 
processes applied to the first market- 
able product are to be excluded in 
employing the formula. 


By applying to Sargent the result 
obtained by using the proportionate 
profits method only with respect to the 
curb department, the court in North 
Carolina Granite created a theoretical 
representative market or field price 
for the granite processed by Sargent. 
Section 1.613-4(c) (1) of the regula- 
tions does not recognize the construc- 
tive establishment of such a price. 
Furthermore, by treating the curb de- 
partment’s products as the first mar- 
ketable product of the Sargent divi- 
sion, the court erroneously interpreted 
the first marketable product provision 
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now contained in section 1.613-4(d) 
(4) (iv) since Sargent’s products did 
not result from its application of ad- 
ditional nonmining processes to the 
curb department’s first marketable 
product. Finally, by employing those 
products that most closely resemble 
the natural materials from which they 
are made as the first marketable prod- 
uct, the court in effect interpreted 
the first marketable product provision 
in a manner not recognized by section 
1.613-4(d) (4) (iv). 

The proportionate profits method 
contemplates that if separate, parallel 
operations are involved, each of which 
produces a different first marketable 
product not suitable for further proc- 
essing in the other operation, the 
formula must reflect the actual costs 
of each operation. The modification 
of the formula adopted by the court 
substituted constructive for actual 
costs, so that the proportionate profits 
method was not used at all with re- 
spect to Sargent since its gross income 
from mining was derived by applying 
the curb department’s gross income 
from mining to it as if the latter were 
a representative market or field price. 
The effect of thus excluding Sargent’s 
actual quarrying costs is a ranking of 
costs that imputes a rate of profit to 
Sargent derived from a different 
operation, contrary to the provisions 
of section 1.613-4(d) (4) of the regu- 
lations. 

Accordingly, use of all costs and 
income attributable to the first mar- 
ketable product or group of products 
produced will continue to be required 
in the application of the proportion- 
ate profits method. The income from 
mining derived by the proportionate 
profits method with respect to one 
product cannot be applied to deter- 
mine the income from mining with 
respect to another product that is not 
the result of additional processing 
performed on the first product. When 
a representative market or field price 
cannot be ascertained, the use of any 
method other than the proportionate 
profits method is not permissible with- 
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out the approval of the Assistant Com- 
missioner (Technical) in accordance 
with section 1.613-4(d) (1) (ii) of the 
regulations. 

The second issue decided by the 
Tax Court in North Carolina Granite 
was whether expenses incurred by the 
taxpayer in connection with Federal 
income tax controversies concerning 
depletion deductions were deductible 
from gross income from mining in 
computing taxable income from min- 
ing. The court stated that although 
these expenses were deductible as ordi- 
nary and necessary business expenses, 
they were distinguishable from ex- 
penses incurred to benefit the entire 
integrated miner-manufacturer opera- 
tion, as discussed in California Port- 
land Cement Co. v. United States, 
413 F.2d 161 (9th Cir. 1969), since 
the cost of obtaining the tax benefit 
did not produce any taxable income. 
Although the court recognized that 
all of the tax controversies were con- 
cerned with the mining aspect of the 
taxpayer’s operations, it held that the 
expenses were not in any way essen- 
tial to the production of income from 
mining and thus should not be de- 
ducted from gross income from min- 
ing in computing taxable income from 
mining. 

Nonacquiescence with respect to 
the court’s decision on this issue was 
published at 1974-2 C.B. 5. 

Section 1.613-5(a) of the regula- 
tions provides, in part, that taxable 
income from mining means gross in- 
come from mining less all allowable 
deductions that are attributable to 
mining processes with respect to which 
depletion is claimed. This section fur- 
ther provides that expenditures that 
may be attributable to both the min- 
eral property upon which depletion is 
claimed and to other activities shall 
be properly apportioned to the mineral 
property and to such other activities. 

Section 1.613-4(d) (4) (ii) of the 
regulations provides, in part, that 
indirect expenses incurred by the tax- 
payer to produce, sell, and transport 
its first marketable product or group 





of products shall be apportioned be- 
tween mining and nonmining activi- 
ties in applying the proportionate 
profits method. 

Under the provisions above, the tax 
controversy expenses incurred by the 
taxpayer in North Carolina Granite 
are considered to be indirect admin- 
istrative expenses that are attributable 
to both the taxpayer’s mineral prop- 
erty and nonmining operations. Ac- 
cordingly, the decision of the Tax 
Court with respect to this issue will 
not be followed and allocation of such 
expenses between the mineral property 
and nonmining operations is required. 
The portion of such expenses attrib- 
utable to the mineral property is to 
be deducted from gross income from 
mining in computing taxable income 
from mining. 


26 CFR 1.613-5: Taxable income from the 
property. 


Treatment of costs and income in the 
application of the proportionate profits 
method. Clarification of Service position 
regarding the issues decided in North Caro- 
lina Granite Corp. See Rev. Rul. 77-179, 
page 168. 





Section 613A.—Limitations on 
Percentage Depletion in Case of 
Oil and Gas Wells 


26 CFR 1.613A-1: Post-1974 limitations 
on percentage depletion in case of oil and 
gas wells; general rule. 


T.D. 7487 


TITLE 26.—INTERNAL REVE- 
NUE—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Limitations on percentage depletion 
in the case of oil and gas wells 


AGENCY: Internal Revenue Serv- 
ice, Treasury. 


ACTION: Final regulations. 


SUMMARY: This document pro- 
vides final regulations relating to limi- 
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tations on percentage depletion in the 
case of oil and gas wells. Changes to 
the applicable tax law were made by 
the Tax Reduction Act of 1975 [Pub. 
L. 94-12, 1975-1 C.B. 545]. 

These regulations provide rules re- 
garding the making of elections to 
apply the exemption for average daily 
production of oil to production of gas. 
In addition, the regulations impose 
recordkeeping requirements with re- 
spect to certain transfers of oil or gas 
property and in cases where depletion 
is claimed for secondary or tertiary 
production. 


DATE: The regulations apply in the 
case of oil or gas which is produced 
after December 31, 1974, and to which 
gross income from the property is at- 
tributable after such year. 


FOR FURTHER INFORMATION 
CONTACT: Walter H. Woo of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
566-6618). 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


On October 17, 1975, The Federal 
Register published proposed amend- 
ments to the Income Tax Regulations 
(26 CFR Part 1) under sections 613 
and 613A of the Internal Revenue 
Code of 1954, (40 F.R. 48691). The 
amendments were proposed to con- 
form the regulations in part to the 
provisions of section 501 of the Tax 
Reduction Act of 1975 (89 Stat. 47). 
A public hearing was held on January 
22, 1976. After consideration of all 
comments regarding the proposed 
amendments, the attached Treasury 
decision is adopted. The proposed 
amendments, as published by the no- 
tice of proposed rule making, included 
§ 1.613A-7 dealing with definitions. 
Section 1.613A-7 is reserved in this 
Treasury decision and is being repro- 
posed with additional rules to show in 


detail the intended application of the 
definitions. The new notice of pro- 
posed rulemaking appears in the same 
issue of the Federal Register as this 
Treasury decision. Sections 1.613A-2, 
1.613A-3, and 1.613A-4 are also re- 
served and are included in the new 
notice. 


IN GENERAL 


With certain exceptions, the Tax 
Reduction Act repealed percentage 
depletion for oil and gas after Decem- 
ber 31, 1974. In general, exemption 
from the repeal of percentage deple- 
tion is provided for certain production 
of independent producers and royalty 
owners, sometimes called the small 
producer exemption. Initially, an ex- 
emption of 2,000 barrels of average 
daily production for oil (or up to 
12,000,000 cubic feet for natural gas 
if the taxpayer so elects) is provided. 
The amount is reduced by 200 barrels 
a year for 5 years from 1976 through 
1980, when the permanent exemption 
of 1,000 barrels per day is reached. 
The depletion rate for oil and gas cov- 
ered under this exemption is also 
phased down gradually from 22 per- 
cent. In 1981, the rate will be 20 per- 
cent; in 1982, 18 percent; in 1983, 16 
percent; and in 1984 the rate will be 
reduced to a permanent level of 15 
percent. In the case of secondary or 
tertiary production prior to 1984, the 
small producer exemption permits a 
taxpayer to take percentage depletion 
at a 22 percent rate on the exempt 
quantity. 

The new law provides for certain 
limitations on the application of the 
small producer exemption. The de- 
duction resulting from the small pro- 
ducer exemption may not exceed 65 
percent of the taxpayer’s taxable in- 
come from all sources (computed 
without regard to depletion, net op- 
erating loss carrybacks and capital loss 
carrybacks). Moreover, the exemption 
relating to average daily production is 
not available to a transferee of any 
interest in a proven oil or gas property 
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transferred after December 31, 1974. 
The new law also provides that the 
small producer exemption does not 
apply to a taxpayer who directly or 
through a related person sells oil or 
natural gas, or any product derived 
from oil or natural gas, through a 
retail outlet or to certain persons. The 
small producer exemption is also not 
available to any taxpayer who, directly 
or through a related person, engages 
in the refining of crude oil and whose 
refinery runs exceed 50,000 barrels on 
any day during the taxable year. 


ELECTION UNDER 
SECTION 613A(c) (4) 


Rules regarding the making of elec- 
tions to apply the exemption for aver- 
age daily production of oil to such 
production of gas are provided in the 
regulations. In response to comments, 
the gas election has been simplified so 
that a taxpayer may make the election 
by merely claiming percentage deple- 
tion deductions for the taxable year 
based on the election. 


RECORDKEEPING 
REQUIREMENTS 


Recordkeeping requirements are 
imposed by the regulations with re- 
spect to certain transfers of oil or gas 
property and in cases where depletion 
is claimed for secondary or tertiary 
production. In response to comments, 
the requirement for the retention of 
records has been clarified to provide 
that records need to be retained so 
long as the contents of such records 
may become material in the adminis- 
tration of any Internal Revenue Law. 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was Walter H. Woo of the Legis- 
lation and Regulations Division of the 
Office of Chief Counsel, Internal Rev- 
enue Service. However, personnel 
from other offices of the Internal 
Revenue Service and Treasury De- 
partment participated in developing 
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the regulation, both on matters of 
substance and style. 


Adoption of amendments to the reg- 
ulations 


Accordingly, 26 CFR Part 1 is 
amended as follows: 

Paragraph 1. Paragraph (c) (2) of 
§ 1.613-2 is amended by revising so 
much thereof as precedes the example, 
by redesignating the example as exam- 
ple (1), and by adding a new example 
(2) immediately thereafter, to read 
as follows: 


§ 1.613-2 Percentage depletion rates. 
* * ¥ * “ 


(c) Rules for application of para- 
graph (a) of this section, * * * 

(2) In cases in which there are pro- 
duced from a mineral property two or 
more minerals, each entitled to a dif- 
ferent percentage depletion rate under 
section 613(b) and this section or any 
of which is entitled to cost depletion 
only, the percentage depletion al- 
lowance is the sum of the results 
obtained by applying the percentage 
applicable to each mineral (zero, if 
not entitled to percentage depletion) 
to the “gross income from the prop- 
erty” attributable to such mineral. 
The sum so computed is subject to the 
limitation provided in section 613(a) 
and § 1.613-1, that is, 50 percent of 
the taxpayer’s taxable income from 
the property (computed without al- 
lowance for depletion). Such taxable 
income (computed in accordance with 
§ 1.613-4) is the total taxable income 
resulting from the sale of all minerals 
produced from the mineral property 
(as defined in section 614 and the reg- 
ulations thereunder). The provisions 
of this subparagraph may be illus- 
trated by the following examples: 

Example (1), * * * 

Example (2). Oil and gas are pro- 
duced from a single mineral property 
of a taxpayer who operates a retail 
outlet for the sale of oil products 
within the meaning of setcion 613A 
(d) (2). The taxpayer is not entitled 
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to percentage depletion on the gross 
income attributable to the oil, but is 
entitled to percentage depletion on 
the gross income attributable to gas 
which is regulated gas under section 
613A(b)(2)(B). Accordingly, the 
taxpayer's maximum allowable per- 
centage depletion deduction would be 
zero percent of gross income from the 
property with respect to oil, plus 22 
percent (see section 613A(b) (1)) of 
gross income from the property with 
respect to gas. This maximum deduc- 
tion would be subject to the limitation 
provided for in section 613(a), ie., 
50 percent of “taxable income from 
the property (computed without al- 
lowance for depletion) ,” such taxable 
income being the overall taxable in- 
come resulting from the sale of both 
oil and gas. However, in the case of 
oil or gas production which qualifies 
for percentage depletion under section 
613A(c), see the special allocation 
rules contained in section 613A(c) (7) 
(C) and (E) and § 1.613A-4. 


* * * * * 


Par. 2. There are inserted immedi- 
ately after § 1.613-7 the following new 
sections: 


§ 1.613A-1 Post-1974 limitations on 
percentage depletion in case of oil 
and gas wells; general rule. 

Except as otherwise provided in sec- 
tion 613A and the regulations there- 
under, in the case of oil or gas which 
is produced after December 31, 1974, 
and to which gross income from the 
property is attributable after such 
year, the allowance for depletion 
under section 611 with respect to any 
oil or gas well shall be computed with- 
out regard to section 613. In the case 
of a taxable year beginning before 
January 1, 1975, and ending after that 
date, the percentage depletion allow- 
ance (but not the cost depletion allow- 
ance) with respect to oil and gas wells 
for such taxable year shall be deter- 
mined by treating the portion thereof 
in 1974 as if it were a short taxable 
year for purposes of section 613 and 





the portion thereof in 1975 as if it 
were a short taxable year for purposes 
of section 613A. 


§ 1.613A-2 Exemption for certain 
domestic gas wells. 


[Reserved] 


§ 1.613A-3 Exemption for independ- 
ent producers and royalty owners. 
[Reserved] 


§ 1.613A-4 Limitations on applica- 
tion of § 1.613A-3 exemption. 


[Reserved] 


§ 1.613A-5 Election under section 

613A(c) (4). 

The election under section 613A(c) 
(4) is an annual election which the 
taxpayer may make by claiming per- 
centage depletion deductions for the 
taxable year based upon such election. 
The election may be made, on an orig- 
inal or amended tax return or a claim 
for credit or refund, at any time prior 
to the expiration of the statutory pe- 
riod (including any extensions there- 
of) for the filing of a claim for credit 
or refund by the taxpayer. The elec- 
tion may be changed by the taxpayer 
by filing an amended return or a claim 
for credit or refund. The election al- 
lows the taxpayer to treat as his de- 
pletable natural gas quantity an 
amount equal to 6,000 cubic feet mul- 
tiplied by the number of barrels of the 
taxpayer’s depletable oil quantity to 
which the election applies. The elec- 
tion applies to secondary or tertiary 
production, as well as primary produc- 
tion, but in determining the taxpayer’s 
depletable natural gas quantity with 
respect to secondary or tertiary pro- 
duction the taxpayer’s depletable oil 
quantity shall be determined without 
regard to section 613A(c) (3) (A) (ii) 
with respect to production from sec- 
ondary or tertiary processes. 


§ 1.613A-6 Recordkeeping 
ments. 


(a) Principal value of property 
demonstrated. In the case of a transfer 
(as defined in § 1.613A-7(n)) after 


require- 








December 31, 1974, of an interest in 
an oil or gas property {as defined in 
§ 1.613A-7(p) ), the transferee (as de- 
fined in section 1.613A-7(0)) shall 
keep records showing the terms of the 
transfer, any geological and geophysi- 
cal data in the possession of the trans- 
feree or other exploratory data with 
respect to the property transferred, 
and any other information which 
bears upon the question of whether at 
the time of the transfer the principal 
value of the property transferred had 
been demonstrated by prospecting, ex- 
ploration, and discovery work. 

(b) Production from secondary or 
tertiary processes. Every taxpayer who 
claims depletion with respect to oil or 
gas produced by secondary or tertiary 
processes (as defined in § 1.613A-7 
(k)) shall keep records of the sec- 
ondary and tertiary processes applied 
and maintain records of the amount 
of production so resulting. 

(c) Retention of records. The rec- 
ords required by this section shall be 
kept at all times available for inspec- 
tion by authorized Internal Revenue 
officers or employees, and shall be re- 
tained so long as the contents thereof 
may become material in the adminis- 
tration of any Internal Revenue law. 


§ 1.613A-7 Definitions. 
[Reserved] 


(This Treasury decision is issued un- 
der the authority contained in section 
7805 of the Internal Revenue Code of 
1954 (68A Stat. 917; 26 U.S.C. 
7805) .) 


WituiaM E. WILLIAMS, 
Acting Commissioner of 
Internal Revenue. 


Approved March 27, 1977. 


LaurENCcCE N. WoopworrtH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on May 12, 1977, 8:45 a.m., and pub- 
lished in the issue of the Federal Register 
for May 13, 1977, 24263) 


Section 614.—Definition of 
Property 


26 CFR 1.614-1: Definition of property. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil and 
gas well to a specified depth at a desig- 
nated location on a leased tract or parcel 
of land, a taxpayer receives from the lessee 
the assignment of the entire working inter- 
est in the drill site and an undivided frac- 
tion of the working interest in the portion 
of the tract or parcel of land exclusive of 
a drill site. See Rev. Rul. 77-176, page 


26 CFR 1.614-1: Definition of property. 


Meaning of the term “property” where 
geological and geophysical exploration ex- 
penditures for ores and minerals, including 
oil and gas, have resulted in the acquisi- 
tion or retention of interests in one or more 
tracts or parcels of land. See Rev. Rul. 
77-188, page 76. 


26 CFR 1.614-2: Election to aggregate 
separate operating mineral interests under 
section 614(b) prior to its amendment by 
Revenue Act of 1964. 


Whether income received from the sale 
of oil and gas production attributable to 
working interests in oil and gas properties 
is personal holding company income within 
the meaning of section 543(a)(3) of the 
Code. See Rev. Rul. 77-127, page 158. 





Section 615.—Pre-1970 
Exploration Expenditures 


26 CFR 1.615-1: Exploration expenditures. 


Treatment of geological and geophysical 
exploration expenditures paid or incurred 
prior to January 1, 1970, for ores or min- 
erals oher than oil and gas, and attributable 
to an “area of interest” that is partly ac- 
quired or retained. See Rev. Rul. 77-187, 
page 50. 


26 CFR 1.615-1: Exploration expenditures. 


Treatment of geological and geophysical 
exploration expenditures paid or incurred 
prior to January 1, 1970, for ores or min- 
erals other than oil and gas, and attribut- 
able to an “area of interest” that is partly 
acquired or retained. See Rev. Rul. 77-188, 
page 76 





Section 617.—Deduction and 
Recapture of Certain Mining 
Exploration Expenditures 


26 CFR 1.617-1: Exploration expenditures. 
Treatment of geological and geophysical 


Section 631 


exploration expenditures paid or incurred 
after September 12, 1966, for ores or min- 
erals other than oil and gas, and attributa- 
ble to an “area of interest” that is partly 
acquired or retained. See Rev. Rul. 77-187, 
page 50. 


26 CFR 1.617-1: Exploration expenditures. 


Treatment of geological and geophysical 
exploration expenditures paid or incurred 
after September 12, 1966, for ores or min- 
erals other than oil and gas, and attributa- 
ble to an “area of interest” that is partly 
acquired or retained. See Rev. Rul. 77-188, 
page 76 





Part Ill.—Sales and Exchanges 





Section 631.—Gain or Loss in 
the Case of Timber, Coal, or 
Domestic Iron Ore 


26 CFR 1.631-3: Gain or loss upon the 
disposal of coal or domestic iron ore with 
a retained economic interest. 
(Also Section 611; 1.611-1.) 

Depletion; coal royalty received 
for services. A royalty interest in a 
coal lease received by an individ- 
ual from a coal company for serv- 
ices in obtaining that lease, or 
other leases, for the company is not 
subject to capital gains treatment 
under section 631(c) of the Code, 
but is ordinary income subject to 
percentage depletion. Amounts re- 
ceived by the individual for obtain- 
ing coal leases determined by a 
rate per ton of coal purchased and 
processed by the coal company are 
not subject to capital gains treat- 
ment, but are ordinary income not 
subject to depletion. 


Rev. Rul. 77-84 


Advice has been requested whether, 
under the three factual situations 
described below, the royalty payments 
received by an individual are subject 
to capital gains treatment under the 
provisions of section 631(c) of the 
Internal Revenue Code of 1954, or 
whether these payments are ordinary 
income subject to an allowance for de- 
pletion under the provisions of sec- 
tion 611(a). 

Situation (1). An agreement be- 
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tween A, an individual, and M, a coal 
mining company, provided that for 
services previously performed by A in 
obtaining a coal lease for M, A was to 
receive a royalty interest on the lease 
acquired by M, as a result of nego- 
tiations carried out and accomplished 


by A on behalf of M. 


Situation (2). An agreement be- 
tween A, an individual, and M, a coal 
mining company, provided that for 
services previously performed by A in 
obtaining coal leases for M, A was to 
receive a royalty interest in a lease 
other than those negotiated by A on 
behalf of M. 


Situation (3). An agreement be- 
tween A, an individual, and M, a coal 
mining company, provided that for 
services previously performed by A in 
obtaining coal leases for M, A was to 
receive a specified amount per ton 
for each ton of coal purchased by 
M from a third party and processed 
through M’s coal preparation plant. 

Section 611(a) of the Code pro- 
vides, in part, that in the case of 
mines, oil and gas wells, other natural 
deposits, and timber, there shall be 
allowed as a deduction in computing 
taxable income a reasonable allowance 
for depletion. 

Section 1.611-1(b)(1) of the In- 
come Tax Regulations provides, in 
part, that annual depletion deductions 
are allowable only to the owner of an 
economic interest in mineral deposits. 
An economic interest is possessed in 
every case in which the taxpayer has 
acquired by investment any interest 
in mineral in place and secures, by 
any form of legal relationship, income 
derived from the extraction of the 
mineral, to which the taxpayer must 
look for a return of capital. A person 
who has no capital investment in a 
mineral deposit does not possess an 
economic interest merely because 
through a contractual relationship 
that person possesses an economic or 
pecuniary advantage derived from 
production. 


Section 631(c) of the Code pro- 
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vides that in the case of the disposal 
of coal, held for more than 6 months 
before such disposal under any form 
of contract under which the owner 
retains an economic interest, certain 
amounts shall be considered as though 
they were a gain or loss on the sale of 
such coal, unless the income is real- 
ized by the owner as a co-adventurer, 
partner, or principal in the mining of 
such coal. 

Section 1.631-3(a) (1) of the regu- 
lations provides, in part, that: 


* * * The provisions of section 631(c) 
apply to an owner who disposes of coal 
* * * held for more than 6 months before 
such disposal under any form or type of 
contract whereby he retains an economic 
interest in such coal * * *. 


However, section 1.631-3(b) (4) 
(i) of the regulations states, in part, 
that: 


* * * A person who merely acquires an 
economic interest and has not disposed of 
coal * * * under a contract retaining an 
economic interest does not qualify under 
section 631(c). * * * 


In Situation (1), A acquired an in- 
terest in the coal mined by M from a 
leased acquired by M as a result of 
services previously performed by A. 
Future payments from M to A are 
dependent solely upon the extraction 
and sale of coal produced from M’s 
lease. A has acquired a royalty inter- 
est in mineral in place and will secure 
income derived from the extraction 
of the mineral. A therefore has an eco- 
nomic interest in the mineral deposit. 
However, A merely acquired the eco- 
nomic interest and did not dispose of 
coal under a contract wherein A re- 
tained an economic interest. 

Accordingly, the payments received 
by A will not be subject to capital 
gain treatment under section 631 (c) 
of the Code but will be ordinary in- 
come subject to depletion. 

In Situation (2), A acquired an 
interest in the coal mined by M from 
leases owned by M that were not ac- 
acquired through the services of A. 
Future payments from M to A are 
dependent solely upon the extraction 





and sale of the coal produced from 
M’s lease. A has acquired a royalty 
interest and will secure income derived 
from the extraction of the mineral. 
A therefore has an economic interest 
in the mineral deposit. However, A 
merely acquired the economic interest 
and did not dispose of coal under a 
contract wherein A retained an eco- 
nomic interest. 

Accordingly, the payments received 
by A will not be subject to capital 
gain treatment under section 631 (c) 
of the Code, but will be ordinary in- 
come subject to depletion. 

In Situation (3), A was to receive 
future payments measured by the 
amount of coal purchased by M from 
a third party and processed through 
M’s plant rather than payments 
measured by the amount of coal ex- 
tracted. A has not acquired an inter- 
est in mineral in place and will not 
secure income derived from extraction 
of the mineral. A therefore has not 
acquired an economic interest and 
did not dispose of coal under a con- 
tract wherein A retained an economic 
interest. 

Accordingly, the payments received 
by A will not be subject to capital 
gain treatment under section 631 (c) 
of the Code, but will be ordinary in- 
come not subject to depletion. 


26 CFR 1.631-3: Gain or loss upon dis- 
posal of coal or domestic iron ore with a 
retained economic interest. 


Closing agreement required prior to is- 
suance of rulings that involve the Federal 
income tax treatment of bonuses and ad- 
vanced royalties by lessors under section 
631(c) of the Code. See Rev. Proc. 77-11, 
page 568. 


26 CFR 1.631-3: Gain or loss upon the 
disposal of coal or domestic iron ore with 
a retained economic interest. 


Whether an advance royalty payment 
under a lease to mine coal can be treated 
by the lessor-corporation as proceeds from 
the “sale or exchange” of property under 
section 337(a) where such proceeds are 
treated as received from the sale of coal 
under section 631(c). See Rev. Rul. 77- 
109, page 87. 
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Subchapter J.—Estates, Trusts, Beneficiaries and 
Decedents 

Part 1.—Estates, Trusts, and Beneficiaries 
Subpart C.—Estates and Trusts Which May 
Accumulate Income or Which Distribute 
Corpus 





Section 664.—Charitable 
Remainder Trusts 


26 CFR 1.664-1: Charitable remainder 
trusts. 


Charitable remainder _ trusts; 
qualification; power to invade. An 
otherwise qualifying charitable re- 
mainder trust, whose trustee is not 
prohibited or limited by the trust 
instrument from exercising the 
power granted under State law to 
invade the trust for the benefit of 
the donor and the beneficiary, does 
not qualify as a charitable remain- 
der trust. 


Rev. Rul. 77-58 


Advice has been requested whether, 
under the circumstances described be- 
low, certain powers conferred upon 
trustees under applicable local law will 
disqualify the trust created in the State 
as a charitable remainder trust under 
section 664 of the Internal Revenue 
Code of 1954 and the regulations 
thereunder. 


The Trust Act of State X provides 
that, in the absence of contrary or 
limiting provisions in the instrument 
creating the trust, or a subsequent or- 
der or decree by a court of competent 
jurisdiction, the trustee of any trust 
created in the State has all the powers, 
duties, and responsibilities conferred 
by the trust laws of the State. 

Under the trust laws of State X, the 
trustee is granted the power to invade 
the trust for the benefit of the donor 
and the beneficiary by (1) permitting 
real estate held in trust to be occupied 
by a surviving spouse or minor child 
of either the donor or surviving spouse, 
(2) investing trust funds in real prop- 
erty to be used for a home by a surviv- 
ing spouse or minor child of the donor 


or surviving spouse, and (3) using any 
part of the trust assets to pay funeral 
expenses of the donor or surviving 
spouse. 

An individual created a trust in 
State X naming a resident of the State 
as trustee. The governing instrument 
of the trust, which otherwise qualifies 
as a charitable remainder trust under 
section 664 of the Code and the regu- 
lations thereunder, does not refer in 
any manner to the trust laws of State 
X and is totally silent regarding 
whether the trustee has the power to 
invade the trust for the benefit of the 
donor and the beneficiary as permitted 
under the trust laws. 


Section 1.664-1(a)(2) of the In- 
come Tax Regulations provides that a 
trust is a charitable remainder trust 
only if it is either a charitable re- 
mainder annuity trust in every respect 
or a charitable remainder unitrust in 
every respect. 


Section 1.664-2(a) (4) and 1.664-3 
(a) (4) of the regulations provide that 
no amount other than the annuity 
amount or the unitrust amount may 
be paid to or for the use of any person 
other than an organization described 
in section 170(c) of the Code. The 
trust may not be subject to a power to 
invade, alter, amend, or revoke for the 
beneficial use of a person other than 
an organization described in section 
170(c). Notwithstanding the preced- 
ing sentence, the grantor may retain 
the power exercisable only by will to 
revoke or terminate the interest of any 
recipient other than an organization 
described in section 170(c). 


Since the governing instrument of 
the trust does not deal in any manner 
with the powers, duties, and responsi- 
bilities of the trustee, the trust laws of 
State X¥ empower the trustee to invade 
the trust for the benefit of the donor 
and the beneficiary. 


Accordingly, the trust does not meet 
the requirements of section 664 of the 
Code and the regulations thereunder 
in every respect and does not qualify 
as a charitable remainder trust. 


Section 664 


26 CFR 1.664-1: Charitable remainder 
trusts. 

Charitable remainder trust; trus- 
tee’s power to allocaie distribution. 
An inter vivos trust otherwise quali- 
fying as a charitable remainder 
trust, the governing instrument of 
which provides that the sole inde- 
pendent trustee is to allocate the 
specified distribution among three 
named individuals in such amounts 
and proportions as it shall from 
time to time determine until the 
death of the survivor of such indi- 
viduals, qualifies under section 664 
of the Code. 


Rev. Rul. 77-73 


Advice has been requested whether, 
under the circumstances described be- 
low, a trust qualifies as a charitable 
remainder trust under section 664 of 
the Internal Revenue Code of 1954 
and the regulations thereunder. 


A created an inter vivos trust in- 
tended to qualify as a charitable re- 
mainder trust under section 664 of 
the Code. X Trust Company was ap- 
pointed the sole independent trustee. 
The governing instrument of the trust 
provides that the trustee is to pay the 
specified distribution to or among the 
named individuals, B, C and D, in 
such amounts and proportions as the 
trustee, in its sole discretion, shall 
from time to time determine until 
the death of the survivor of B, C, or 
D. B is a child of A. C is unrelated to, 
but was a former employee of, A. D is 
unrelated to and was never employed 
by A. In all other respects, the trust 
instrument complies with the provi- 
sions of section 664 and the applicable 
regulations. 

Section 664 of the Code provides, 
generally, that a charitable remainder 
trust is a trust that provides for a 
specified distribution, at least annually, 
to one or more beneficiaries, at least 
one of which is not an organization de- 
scribed in section 170(c), for life or 
for a term of years, with an irrevocable 
remainder interest to be held for the 
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benefit of or paid over to an organiza- 
tion described in section 170(c). 

Sections 1.664-2(a)(3)(i) and 
1.664-3(a) (3) (i) of the Income Tax 
Regulations provide, in part, that the 
annuity or unitrust amount is payable 
to or for the use of a named person 
or persons, at least one of which is 
not an organization described in sec- 
tion 170(c) of the Code. If the amount 
payable is to be paid to an individual 
or individuals, all such individuals 
must be living at the time of the crea- 
tion of the trust. 

Sections 1.664-2(a)(3)(ii) and 
1.664-3(a) (3) (ii) of the regulations 
provide, in part, that a trust is not a 
charitable remainder trust if any per- 
son has the power to alter the amount 
to be paid to any named person, other 
than an organization described in sec- 
tion 170(c) of the Code, if such power 
would cause any person to be treated 
as the owner of the trust, or any por- 
tion thereof, if subpart E (sections 
671-678) were applicable to the trust. 
For example, the governing instru- 
ment may not grant the trustee the 
power to allocate the annuity or uni- 
trust amount among members of a 
class unless such power falls within 
one of the exceptions to section 674 
(a). 

In the instant case, since X Trust 
Company is an independent trustee, 
the payments may be allocated among 
the named individuals, B, C and D, 
as prescribed in the governing instru- 
ment without precluding the trust 
from being a charitable remainder 
trust, since the power to make such an 
allocation would not cause any person 
to be treated as the owner of the trust, 
or any portion thereof, if subpart E 
were applicable to the trust. 

Accordingly, in the instant case, the 
trust qualifies as a charitable re- 
mainder trust under section 664 of 
the Code. 

See sections 5.03 and 7.03 of Rev. 
Rul. 72-395, 1972-2 C.B. 340, at 345 
and 350, dealing with optional pro- 
visions that may be included in the 
trust instrument. 
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Subchapter K.—Partners and Partnerships 
Part I.—Determination of Tax Liability 





Section 701.—Partners, Not 
Partnership, Subject To Tax 


26 CFR 1.701-1: Partners, not partnership, 
subject to tax. 


Whether certain nonrecourse loans repre- 
sent liabilities of “production-service part- 
nerships” engaged in making motion pic- 
tures and whether certain expenditures 
incurred by such partnerships are deducti- 
ble for the year in which paid. See Rev. 
Rul. 77-125, page 130. 





Section 704.—Partner’s 
Distributive Share 


26 CFR 1.704-1: Partner’s distributive 
share. 


Whether a partnership agreement may 
allocate to a purchasing partner who en- 
ters the partnership during the partner- 
ship’s taxable year all or any portion of the 
partnership’s profits and losses realized dur- 
ing the portion of the taxable year pre- 
ceding the new partner’s entry. See Rev. 
Rul. 77-119, page 177. 


26 CFR 1.704-1: Partner’s distributive 
share. 


Whether certain nonrecourse loans repre- 
sent liabilities of “production-service part- 
nerships” engaged in making motion pic- 
tures and whether certain expenditures 
incurred by such partnerships are deducti- 
ble for the year in which paid. See Rev. 
Rul. 77-125, page 130. 


26 CFR 7.704-1: Partner’s distributive 
share. 


T.D. 7445 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A. PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 
UNDER THE TAX REFORM 
ACT OF 1976 


Loss deductions of corporate part- 
ners in a partnership 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 





Preamble 


This document contains Temporary 
Income Tax Regulations under the 
Tax Reform Act of 1976 [Pub. L. 94- 
455, 1976-3 C.B. (Vol. 1) 1] (26 CFR 
Part 7) relating to loss deductions of 
corporate partners in a partnership. 

Section 213(e) of the Tax Reform 
Act of 1976 (90 Stat. 1548) amended 
section 704(d) of the Code to provide 
that in certain cases, for the purpose 
of deducting losses, a partner’s ad- 
justed basis will not include any por- 
tion of the partnership’s liability with 
respect to which the partner has no 
personal liability. This regulation sets 
forth the effect of this provision with 
respect to corporate partners. 


Adoption of amendments to the regu- 
lations 


In order to provide immediate guid- 
ance with respect to the amendment of 
section 704(d), Temporary Income 
Tax regulations under the Tax Re- 
form Act of 1976 (26 CFR Part 7) 
are added as follows: 

The following section is inserted in 
the appropriate place: 


§ 7.704-1 Partner’s distributive share. 

(a) [Reserved] 

(b) [Reserved] 

(c) [Reserved] 

(d) Limitation on allowance of 
losses. 

(1) [Reserved] 

(2) [Reserved] 

(3) (i) Section 213(e) of the Tax 
Reform Act of 1976 amended section 
704(d) of the Internal Revenue Code 
relating to the deductions by partners 
of losses incurred by a partnership. A 
partner is entitled to deduct the share 
of partnership loss to the extent of the 
adjusted basis of the partner’s interest 
in the partnership. As amended, sec- 
tion 704(d) provides, in general, that 
the adjusted basis of a partner’s in- 
terest in the partnership for the pur- 
pose of deducting partnership losses 
shall not include any portion of a 
partnership liability for which the 
partner ‘has no personal liability. This 





restriction, however, does not apply to 
any activity to the extent that section 
465 of the Code applies nor to any 
partnership whose principal activity 
is investing in real property, other 
than mineral property. Section 465 
does not apply to corporations other 
than a subchapter S corporation or 
a personal holding company. 

(ii) The restrictions in the amend- 
ment to section 704(d) will not apply 
to any corporate partner with respect 
to liabilities incurred in an activity 
described in section 465(c)(1). In 
all other respects the restrictions in 
the amendment will apply to all cor- 
porate partners unless the partner- 
ship’s principal activity is investment 
in real property, other than mineral 
property. 

Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, 
it is found impractical to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of title 5 of the United States Code or 
subject to the effective date limitations 
of subsection (d) of that section. 

(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805).) 


Dona.p C, ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved Dec. 14, 1976. 


Wiiuram M. GoLpsTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on December 17, 1976, 8:45 a.m., and 
published in the issue of the Federal 
Register for December 20, 1976, 41 F.R. 
55344) 





Part I1.—Contributions, Distributions, and 
Transfers 
Subpart A.—Contributions to a Partnership 





Section 721.—Nonrecognition of 
Gain or Loss on Contribution 


26 CFR 1.721-1: Nonrecognition of gain 


or loss on contribution. 


Whether the Internal Revenue Service 
will issue advance rulings or determination 
letters on transfers of property to a part- 
nership, if the property is transferred to a 
partnership that would be treated as an 
investment company (within the meaning 
of section 351). See Rev. Proc. 77-1, page 
534. 





Section 722.—Basis of 
Contributing Partner’s Interest 


26 CFR 1.722-1: Basis of contributing 
partner’s interest. 


Whether certain nonrecourse loans repre- 
sent liabilities of “‘production-service part- 
nerships” engaged in making motion pic- 
tures and whether certain expenditures 
incurred by such partnerships are deducti- 
ble for the year in which paid. See Rev. 
Rul. 77-125, page 130. 





Subpart D.—Provisions Common to Other 
Subparts 





Section 752.—Treatment of 
Certain Liabilities 


26 CFR 1.752-1: Treatment of certain 
liabilities. 

Whether certain nonrecourse loans repre- 
sent liabilities of “production-service part- 
nerships” engaged in making motion pic- 
tures and whether certain expenditures 
incurred by such partnerships are deduc- 
tible for the year in which paid. See Rev. 
Rul. 77-125, page 130. 





Part IIl.—Definitions 





Section 761.—Terms Defined 


26 CFR 1.761-1: Terms defined. 
(Also Section 704; 1.704-1.) 

Partnership loss; allocation. The 
retroactive modification of a part- 
nership agreement that allocates 
to a purchasing partner the part- 
nership loss sustained prior to the 
new partner’s entry into the part- 
nership, will not be recognized and 
the new partner’s distributive share 
of income, gains, losses, deduc- 
tions or credits may not include 
such items realized or sustained 
prior to the partner’s entry. 


Rev. Rul. 77-119 


Advice has been requested whether, 
under the circumstances described be- 


Section 761 


low, the modification of a partnership 
agreement will be recognized for Fed- 
eral income tax purposes. 

On December 31, 1975, D pur- 
chased an interest in ABC, a partner- 
ship, from the existing partners. The 
partnership agreement was modified 
on January 2, 1976, to provide that D 
would receive a 40 percent interest in 
the capital, a 45 percent interest in 
the profits, and 100 percent of the 
losses of the partnership for the part- 
nership taxable year ending December 
31, 1975. On its 1975 partnership re- 
turn, the partnership reported an 
ordinary loss from its operations, all 
of which was allocated to D pursuant 
to the partnership agreement. 

Section 704 of the Code provides the 
general rule that a partner’s distribu- 
tive share of income, gain, loss, deduc- 
tion, or credit shall be determined by 
the partnership agreement. 

Prior to the Tax Reform Act of 
1976, Pub. L. 94-455, 1976-3 C.B. 
(Vol. 1) 1, section 704(b) (2) of the 
Code provided, in part, that a partner’s 
share of any item of income, gain, loss, 
deduction, or credit shall be deter- 
mined in accordance with the partner’s 
distributive share of the taxable in- 
come or loss of the partnership (ex- 
clusive of items requiring separate 
computation under section 702(a)) 
for the taxable year, if the principal 
purpose of any provision in the part- 
nership agreement with respect to the 
partner’s distributive share of such 
item is the avoidance or evasion of 
Federal income taxes. 


Section 1.704-1(b)(2) of the In- 
come Tax Regulations provides, in 
part, that if the principal purpose of 
any provision in the partnership agree- 
ment determining a partner’s distribu- 
tive share of a particular item is to 
avoid or evade the Federal income 
tax, the provisions shall be disregarded 
and the partners’ distributive shares of 
that item shall be determined in ac- 
cordance with the ratio in which the 
partners divide the general profits or 
losses of the partnership. 

Section 761(c) of the Code pro- 
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vides, in part, that a partnership agree- 
ment includes any modifications of the 
partnership agreement made prior to, 
or at, the time prescribed by law for 
the filing of the partnership return for 
the taxable year (not including exten- 
sions) that are agreed to by all the 
partners, or which are adopted in such 
other manner as may be provided by 
the partnership agreement. 

In Rodman v. Commissioner, 542 
F.2d 845 (2d Cir. 1976), the court 
held that a taxpayer who purchased 
an interest in a partnership (joint 
venture) could not be allocated a 
distributive share of the profits and 
losses realized by the partnership be- 
fore the taxpayer became a member. 
The court, citing Helvering v. Horst, 
311 U.S. 112, 1940-2 C.B. 206, stated 
that such a retroactive reallocation 
necessarily violates that well estab- 
lished prohibition against one taxpayer 
assigning taxable income to another. 
The court also stated that not only 
does the retroactive reallocation of 
income to a new partner violate the 
Helvering v. Horst general assignment 
of income prohibition, but that it 
necessarily follows from that conclu- 
sion that such an attempted assign- 
ment in the partnership agreement also 
falls within the caveat of section 704 
(b) (2) of the Code that a term in a 
partnership agreement cannot be con- 
trolling for tax purposes where its 
principal purpose is the evasion of 
taxes. 

Accordingly, in the instant case, the 
retroactive modification of the partner- 
ship agreement will not be recognized 
for Federal income tax purposes and 
D’s distributive share of the partner- 
ship’s items of income, gain, loss, de- 
duction, or credit may not include 
any part of such items realized or 
sustained prior to December 31, 1975. 


26 CFR 1.761-1: Terms defined. 


Limited partnership; assignment 
of interest. An assignee acquiring 
substantially all of the dominion 
and control over the interest of a 
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limited partner is treated as a sub- 
stituted limited partner for Federal 
income tax purposes. 


Rev. Rul. 77-137 


A, a limited partner in a limited 
partnership formed under the Uniform 
Limited Partnership Act of a state, as- 
signed the limited partnership interest 
to B. The agreement of the partner- 
ship provides, in part, that assignees 
of limited partners may not become 
substituted limited partners in the 
partnership without the written con- 
sent of the general partners. However, 
it also provides that a limited partner 
may, without the consent of the gen- 
eral partners, assign irrevocably to an- 
other the right to share in the profits 
and losses of the partnership and to 
receive all distributions, including 
liquidating distributions, to which the 
limited partner would have been en- 
titled had the assignment not been 
made. Under the terms of the assign- 
ment A, who was the nominal limited 
partner under local law, agreed to 
exercise any residual powers remain- 
ing in A solely in favor of and in the 
interest of B. 

Held, even though the general part- 
ners did not give their consent to the 
assignment, since B, the assignee, ac- 
quired substantially all of the domin- 
ion and control over the limited part- 
nership interest, for Federal income 
tax purposes B is treated as a substi- 
tuted limited partner. Therefore, B 
must report the distributive share of 
partnership items of income, gain, loss, 
deduction, and credit attributable to 
the assigned interest on B’s Federal. in- 
come tax return in the same manner 
and in the same amounts that would 
be required if B was a substituted lim- 
ited partner. 
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Section 801.—Definition of Life 
Insurance Company 


26 CFR 1.801-3: Definitions. 





Whether an insurance company that 
enters into reinsurance agreements with 
other companies with respect to its non- 
life risks is required to include the un- 
earned premium reserves held by such 
companies in its total reserves for pur- 
poses of section 801(a) of the Cade. See 
Ct. D. 1985, this page. 


26 CFR 1.801-4: Life insurance reserves. 


Whether interest credited to a deposit 
fund in accordance with the provisions of 
a group disability insurance contract is 
interest paid by the taxpayer under section 
805(e)(1) of the Code, and whether the 
interest computed on debit balances as of 
the last day of each month in the calendar 
year funds of prior years is interest income 
within the meaning of section 804 for pur- 
poses of determining the taxpayer’s invest- 
— yield. See Rev. Rul. 77-129, page 
189. 


26 CFR 1.801-5: Total reserves. 
(Also 1.801-3.) 


Ct. D. 1985 


SUPREME COURT OF THE 
UNITED STATES 


No. 75-1221 
United States, Petitioner 
v. 
Consumer Life Insurance Company 


[430US. ] 


On writ of certiorari to the 
United States Court of Claims 


[April 26, 1977] 


Syllabus 


Under § 801 (a) of the Internal Revenue 
Code of 1954, an insurance company is 
considered a life insurance company for 
federal tax purposes if its life insurance 
reserves constitute more than 50% of its 
“total reserves,” as that term is defined 
in § 801(c). Qualifying companies are ac- 
corded preferential tax treatment. The 
question here is how unearned premium 
reserves for accident and health (nonlife) 
insurance policies should be allocated be- 
tween a primary insurer and a reinsurer 
for purposes of applying the 50% test. 
The unearned premium reserve is the basic 


*Together with No. 75-1260, First Rail- 
road & Banking Company of Georgia v. 
United States, on certiorari to the United 
States Court of Appeals for the Fifth 
Circuit, and No. 75-1285, United States v. 
Penn Security Life Insurance Co., also on 
certiorari to the United States Court of 
Claims. 
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insurance reserve in the casualty insurance 
business and an important component of 
“total reserves” under § 801(c)(2). The 
taxpayers contend that by virtue of cer- 
tain reinsurance agreements (‘treaties’) 
they have maintained nonlife reserves be- 
low the 50% level. These treaties were of 
two basic types: (1) Treaty I, whereby 
the taxpayer served as reinsurer, and the 
“other party” was the primary insurer or 
ceding company; and (2) Teaty II, where- 
by the taxpayer served as the primary in- 
surer and ceded a portion of the business 
to the “other party,” the reinsurer. Both 
types of treaties provided that the other 
party would hold the premium dollars de- 
rived from accident and health business 
until such time as the premiums were 
“earned,” i. e., attributable to the insur- 
ance protection provided during the por- 
tion of the policy term already elapsed. 
The other party also set up on its books 
the corresponding unearned premium re- 
serve, relieving the taxpayer of that re- 
quirement, even though the taxpayer as- 
sumed all substantial insurance risks. In 
each case, the taxpayer and the other 
party reported their affairs annually in 
this way to both the Internal Revenue 
Service and the appropriate state insur- 
ance departments. Despite the state au- 
thorities’ acceptance of these annual state- 
ments, the Government argues that the 
unearned premium reserves must be allo- 
cated or attributed for tax purposes from 
the other parties to the taxpayers, with 
the result that the taxpayers fail the 50% 
test and thus are disqualified from pref- 
erential tax treatment, primarily because, 
in the Government’s view, § 801 embodies 
a rule that “insurance reserves follow the 
insurance risk.” Held: 

1. The reinsurance treaties served valid 
business purposes and were not, as the 
Government argues, sham transactions 
without economic substance. 

2. Since the taxpayers neither held the 
unearned premium dollars nor set up the 
corresponding unearned premium reserves, 
and since that treatment was in accord 
with customary practice as policed by the 
state regulatory authorities. § 801(c) (2) 
does not permit attribution to the tax- 
payers of the reserves held by the other 
parties to the reinsurance treaties. 

(a) The language of § 801(c)(2) does 
not suggest that Congress intended a “re- 
serves follow the risk” rule to govern de- 
terminations under § 801. 

(b) Nor does the legislative history of 
§ 801 furnish support for the Govern- 
ment’s interpretation. 

(c) Section 820 of the Code, pre- 
scribing the tax treatment of modified co- 
insurance contracts, affords an unmistak- 
able indication that Congress did not in- 
tend § 801 to embody a “reserve follow 
the risk” rule. 

3. Nor is attribution of unearned pre- 
mium reserves to the taxpayers required 
under § 801(c) (3), counting in total re- 
serves ‘all other insurance reserves re- 
quired by law.” There is no indication that 


state statutory law in these cases required 
the taxpayers to set up and maintain the 
contested unearned premium reserves, espe- 
cially since the insurance departments of 
the affected States consistently accepted 
annual reports showing reserves held as the 
taxpayers claim they should be. 

No. 75-1221, 207 Ct. Cl. 638, 524 F. 2d 
1167, and No. 75-1285, 207 Ct. Cl. 594, 
524 F. 2d 1155, affirmed; No. 75-1260, 
514 F. 2d 675, reversed, and remanded. 

POWELL, J., delivered the opinion of 
the Court, in which BURGER, C. J., and 
BRENNAN, STEWART, BLACKMUN, 
REHNQUIST, and STEVENS, JJ., joined. 
WHITE, J., filed a dissenting opinion, in 
which MARSHALL, J., joined. 


Mr. Justice PoweEtt delivered the 
opinion of the Court. 

The question for decision is how 
unearned premium reserves for acci- 
dent and health (A&H) insurance 
policies should be allocated between a 
primary insurer and a reinsurer for 
federal tax purposes. We granted cer- 
tiorari in these three cases to resolve 
a conflict between the circuits and the 
Court of Claims. 425 U.S. 990 (1976). 


I 


An insurance company is considered 
a life insurance company under the 
Internal Revenue Code if its life in- 
surance reserves constitute more than 
50% of its total reserves, Int. Rev. 
Code of 1954, §801(a), 26 U.S.C. 
§ 801(a),* and qualifying companies 


*Section 801(a) provides: 

““(a) Life insurance company defined.— 
For purposes of this subtitle, the term 
“life insurance company” means an insur- 
ance company which is engaged in the 
business of issuing life insurance and an- 
nuity contracts (either separately or com- 
bined with health and accident insurance), 
or noncancellable contracts of health, and 
accident insurance, if— 

(1) its life insurance reserves (as de- 
fined in subsection (b)), plus 

*(2) unearned premiums, and unpaid 
losses (whether or not ascertained), on 
noncancellable life, health, or accident 
policies not included in life insurance 
reserves, 

“comprise more than 50 percent of its total 
reserves (as defined in subsection (c)).” 

As may be seen, the statement in text is 
somewhat oversimplified. Reserves for non- 
cancellable life, health or accident policies 
are added to life insurance reserves for pur- 
poses of computing the ratio. See gen- 
erally Alinco Life Ins. Co. v. United States, 
373 F. 2d 386, 345-355 (Ct. Cl. 1967). 
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are accorded preferential tax treat- 
ment.” A company close to the 50% 
line will ordinarily achieve substantial 
tax savings if it can increase its life 
insurance reserves or decrease nonlife 
reserves so as to come within the statu- 
tory definition. 


The taxpayers here are insurance 
companies that assumed both life in- 
surance risks and A&H—nonlife— 
risks. The dispute in this case is over 
the computation for tax purposes of 
nonlife reserves. The taxpayers contend 
that by virtue of certain reinsurance 
agreements—or treaties, to use the 
term commonly accepted in the insur- 
ance industry—they have maintained 
nonlife reserves below the 50% level. 
The Government argues that the re- 
insurance agreements do not have that 
effect, that the taxpayers fail to meet 
the 50% test, and that accordingly 
they do not qualify for preferential 
treatment.* 


Specifically the dispute is over the 





Since none of these cases, as they reach us, 
involves any issue concerning noncancel- 
lable policies, we may ignore this factor. 

Statutory citations, unless otherwise in- 
dicated, are to the Internal Revenue Code 
of 1954. 

*The major benefit is that only 50% 
of underwriting income is taxed in the year 
of receipt, the balance being taxed only 
when made available to stockholders. The 
scheme for taxing life insurance companies 
is described in United States v. Atlas Life 
Ins. Co., 381 U. S. 233 (1965) [Ct. D. 
1903, 1965-2 C.B. 220], and Jefferson 
Standard Life Ins. Co. v. United States, 
408 F. 2d 842, 844-846 (CA4), cert. de- 
nied, 396 U. S. 828 (1969). 

Stock companies that fail to qualify as 
life insurance companies are taxed under 
the less favorable provisions of § 831. Most 
mutual insurance companies other than life 
are taxed under § 821, a section not im- 
plicated here since taxpayers are all stock 
companies. 

5 In two of the cases, the Court of Claims 
held for the taxpayer. Consumer Life Ins. 
Co. v. United States, 207 Ct. Cl. 638, 
524 F. 2d 1167 (1975); Penn Security 
Life Ins. Co. v. United States, 207 Ct. Cl. 
594, 524 F. 2d 1155 (1975). In the third 
case, the Court of Appeals for the Fifth 
Circuit ruled in favor of the Government. 
First Railroad & Banking Co. of Georgia 
v. United States, 514 F. 2d 675 (1975). 
It relied on an earlier holding to the same 
effect in Economy Finance Corp. v. United 
States, 501 F. 2d 466 (CA7 1974), cert. 
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unearned premium reserve, the basic 
insurance reserve is the casualty insur- 
ance business and an important com- 
ponent of “total reserves,” as that term 
is defined in § 801(c).* A&H policies 
of the type involved here generally are 
written for a two- or three-year term. 
Since policyholders typically pay the 
full premium in advance, the premium 
is wholly “unearned” when the pri- 
mary insurer initially receives it. See 
Rev. Rul. 61-167, 1961-2 Cum. Bull. 
130, 132. The insurer’s corresponding 
liability can be discharged in one of 
several ways: granting future protec- 
tion by promising to pay future claims; 
reinsuring the risk with a solvent re- 
insurer; or returning a pro rata por- 
tion of the premium in the event of 
cancellation. Each method of dis- 
charging the liability may cost money. 
The insurer thus establishes on the 
liability side of its accounts a reserve, 
as a device to help assure that the 
company will have the assets neces- 
sary to meet its future responsibilities. 
See O. Dickerson, Health Insurance 
604-605 (3d ed. 1968). Standard 
accounting practice in the casualty 
field, made mandatory by all state 
regulatory authorities, calls for re- 
serves equal to the gross unearned 
portion of the premium.® A simplified 





denied, 420 U. S. 947, rehearing denied, 
421 U. S. 922 (1975), motion for leave 
to file a second petition for rehearing pend- 
ing, No. 74-701. 

“Section 801(c) provides in relevant 
part: 

“(c) Total reserves defined.—For pur- 
poses of subsection (a), the term “total 
reserves” means— 

**(1) life insurance reserves, 

(2) unearned premiums, and unpaid 
losses (whether or not ascertained), not 
included in life insurance reserves, and 

(3) all .other insurance reserves re- 
quired by law.” 

Life insurance reserves are defined in 
§ 801(b). 

See Treas. Reg. § 1.801-3(e) (1960) 
(defining unearned premiums), explained 
in Rev. Rul. 69-270, 1969-1 Cum. Bull. 
185; Utah Home Fire Ins. Co. v. Commis- 
sioner, 64 F. 2d 763 (CA10), cert. denied, 
290 U. S. 679 (1933); nn. 16 and 20, 
infra. See generally Massachusetts Protec- 
tive Assn. v. United States, 114 F. 2d 304 
(CAl1 1940); Commissioner v. Monarch 
Life Ins. Co., 114 F. 2d 314 (CA1 1940). 
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example may be useful: A policyholder 
takes out a three-year A&H policy for 
a premium, paid in advance, of $360. 
At first the total $360 is unearned, 
and the insurer’s books record an un- 
earned premium reserve in the full 
amount of $360. At the end of the 
first month, one-thirty-sixth of the 
term has elapsed, and $10 of the pre- 
mium has become “earned.” *® The 
unearned premium reserve may be re- 
duced to $350. Another $10 reduction 
is permitted at the end of the second 
month, and so on. 


II 


The reinsurance treaties at issue here 
assumed two basic forms.’ Under the 
first form, Treaty I, the taxpayer 
served as reinsurer, and the “other 
party” was the primary insurer or 
“ceding company,” in that it ceded 
part or all of its risk to the taxpayer. 
Under the second form, Treaty II, 
the taxpayer served as the primary 
insurer and ceded a portion of the 
business to the “other party,” that 
party being the reinsurer. Both types 
of treaties provided that the other 
party would hold the premium dollars 
derived from A&H business until such 
time as the premiums were earned— 
that is, attributable to the insurance 
protection provided during the portion 
of the policy term that already had 
elapsed. The other party also set up on 
its books the corresponding unearned 
premium reserve, relieving the tax- 
payer of that requirement. In each 


® This figure is derived from a straight- 
line or pro rata method of computing 
earned premiums. Some companies use a 
sum-of-the-digits method known as the 
Rule of 78, described in detail by the 
Court of Claims in the Penn Security case, 
No. 75-1285, Pet. App. 34a-36a (Findings 
of Fact Nos. 10, 11). The difference in 
computation methods is not material for 
present purposes. 

™Each was an indemnity reinsurance 
treaty, obligating the reinsurer to reim- 
burse the ceding company for its share of 
losses. Such treaties constitute contracts be- 
tween the companies only; the policyhold- 
ers are not involved and usually remain 
unaware that part or all of the risk has 
been reinsured. 


case, the taxpayer and the other party 
reported their affairs annually in this 
fashion to both the Internal Revenue 
Service and the appropriate state in- 
surance departments. These annual 
statements were accepted by the state 
authorities without criticism. Despite 
this acceptance, the Government ar- 
gues here that the unearned premium 
reserves must be allocated or attributed 
for tax purposes from the other parties, 
as identified above, to the taxpayers,® 
thereby disqualifying each of the tax- 
payers from preferential treatment. 


A 
No. 75-1221, United States v. Con- 


sumer Life Insurance Co. In 1957 
Southern Discount Corporation was 
Operating a successful consumer fi- 
nance business. Its borrowers, as a 
means of assuring payment of their 
obligations in the event of death or 
disability, typically purchased term 
life insurance and term A&H insurance 
at the time they obtained their loans. 
This insurance—commonly known as 
credit life and credit A&H—is usually 
coextensive in term and coverage with 
the term and amount of the loan. The 
premiums are generally paid in full at 
the commencement of coverage, the 
loan term ordinarily running for two 
or three years. Prohibited from operat- 
ing in Georgia as an insurer itself, 
Southern served as a sales agent for 
American Bankers Life Insurance 


® The Government makes this attribution 
not under the familiar allocation rules of 
§§ 269 and 482, but rather based pri- 
marily on its interpretation of § 801(c). 
Indeed, the former section could not apply 
except in No. 75-1260, the First Railroad 
case, for only that case involves a rein- 
surance agreement between corporations 
controlled by the same interests. The Gov- 
ernment invokes neither section here, 
though it has on occasion attempted to use 
both in its efforts to impose higher taxes 
on companies engaged in the credit life 
insurance business. See Commissioner v. 
First Security Bank of Utah, 405 U. S. 
394 (1972) [Ct. D. 1953, 1972-1 CB. 
135] (§ 482); Alinco Life Ins. Co. v. 
United States, 373 F. 2d, at 340-345 
(§ 269). 
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Company, receiving in return a sizable 
commission for its services. 

With a view to participating as an 
underwriter and not simply as agent 
in this profitable credit insurance busi- 
ness, Southern formed Consumer Life 
Insurance Company, the taxpayer here, 
as a wholly owned subsidiary incor- 
porated in Arizona, the State with the 
lowest capital requirements for insur- 
ance companies. Although Consumer 
Life’s low capital precluded it from 
serving as a primary insurer under 
Georgia law, it was nonetheless per- 
mitted to reinsure the business of 
companies admitted in Georgia. 

Consumer Life therefore negotiated 
the first of two reinsurance treaties 
with American Bankers. Under Treaty 
I, Consumer Life served as reinsurer 
and American Bankers as the primary 
insurer or ceding company. Consumer 
Life assumed 100% of the risks on 
credit life and credit A&H_ business 
originating with Southern, agreeing to 
reimburse American Bankers for all 
losses as they were incurred. In return 
Consumer Life was paid a premium 
equivalent to 8712% of the premiums 
received by American Bankers.® But 
the mode of payment differed as be- 
tween life and A&H policies. With 
respect to life insurance policies, 
American Bankers each month re- 
mitted to the reinsurer—Consumer 
Life—the stated percentage of all life 
insurance premiums collected during 
the prior month. With respect to A&H 
coverage, however, American Bankers 
each month remitted the stated per- 
centage of the A&H premiums earned 
during the prior month, the remainder 
to be paid on a pro rata basis over the 
balance of the coverage period. 

Again an example might prove help- 
ful. Assume that a policyholder buys 
from American Bankers on January 1 
a three-year credit life policy and a 
three-year credit A&H policy, paying 
on that date a $360 premium for each 
policy. On February 1, under Treaty 


* Consumer Life’s premium was later in- 


creased to 9012%. 


I, American Bankers would be obli- 
gated to pay Consumer Life 8712% 
of $360 for reinsurance of life risks. 
This represents the total life reinsur- 
ance premium; there would be no 
further payments for life reinsurance. 
But for A&H reinsurance, American 
Bankers would remit on February 1 
only the stated percentage of $10, 
since only $10 would have been earned 
during the prior month. It would re- 
mit the same amount on March 1 for 
A&H coverage provided during Febru- 
ary, and so on for a total of 36 months. 

Treaty I permitted either party to 
terminate the agreement upon 30 days 
notice. But termination was to be pro- 
spective; reinsurance coverage would 
continue on the same terms until the 
policy expiration date for all policies 
already executed. This is known as a 
“runoff provision.” 

Because it held the unearned A&H 
premium dollars, and also under an 
express provision in Treaty I, Ameri- 
can Bankers set up an unearned pre- 
mium reserve equivalent to the full 
value of the premiums. Meantime 
Consumer Life, holding no unearned 
premium dollars, established on its 
books no unearned premium reserve 
for A&H_ business.*° Annual state- 
ments filed with the state regulatory 
authorities in Arizona and Georgia 
reflected this treatment of reserves, 
and the statements were accepted 
without challenge or disapproval. 

By 1962 Consumer Life had accu- 
mulated sufficient surplus to qualify 
under Georgia law as a primary in- 
surer. Treaty I was terminated, and 
Southern began placing its credit in- 
surance business directly with Con- 
sumer Life. The parties then negoti- 
ated Treaty II, under which Ameri- 
can Bankers served as reinsurer of the 
A&H policies issued by Consumer 
Life.'* Ultimately Consumer Life re- 


Consumer Life did set up the full 
tabular reserve for the life insurance 
policies. See n. 20, infra. 

™ Under Treaty II the life business was 
not reinsured; Consumer Life, by itself, 
assumed the full liability. 
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tained the lion’s share of the risk, but 
Treaty II was set up in such a way 
that American Bankers held the pre- 
mium dollars until they were earned. 
This required rather complicated con- 
tractual provisions, since Consumer 
Life as primary insurer did receive the 
A&H premium dollars initially. 
Roughly described, Treaty II pro- 
vided as follows: Consumer Life paid 
over the A&H premiums when they 
were received. American Bankers 
immediately returned 50% of this sum 


_as a ceding commission meant to cover 


Consumer Life’s initial expenses. Then, 
at the end of each quarter, American 
Bankers paid to Consumer Life “ex- 
perience refunds” based on claims ex- 
perience. If there were no claims, 
American Bankers would refund 47% 
of the total earned premiums. If there 
were claims (and naturally there al- 
ways were). Consumer Life received 
47% less the sums paid to meet claims. 
It is apparent that American Bankers 
would never retain more than 3% of 
the total earned premiums for the 
quarter. Only if claims exceeded 47% 
would this 3% be encroached, but 
even in that event Treaty II permitted 
American Bankers to recoup its losses 
by reducing the experience refund in 
later quarters. Actual claims experi- 
ence never approached the 47% level. 

Again, since American Bankers held 
the unearned premiums, it set up the 
unearned premium reserve on_ its 
books. Consumer Life, which initially 
had set up such a reserve at the time 
it received the premiums, took credit 
against them for the reserve held by 
American Bankers. Annual statements 
filed by both companies consistently 
reflected this treatment of reserves 
under Treaty II, and at no time did 
state authorities take exception.’” 


%In addition to reviewing reports filed 
on prescribed forms, state regulatory au- 
thorities conduct regular triennial examina- 
tions of insurance companies, commonly 
pooling their efforts through the National 
Association of Insurance Commissioners 
(NAIC). Such examinations ordinarily in- 
clude a thorough review of all reinsurance 
agreements. See generally NAIC, Examin- 
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The taxable years 1958 through 
1960 and 1962 through 1964 are at 
issue here. For each of those years 
Consumer, Life computed its § 801 
ratio based on the reserves shown on 
its books and accepted by the state 
authorities. According to those figures, 
Consumer Life qualified for tax pur- 
poses as a life insurance company. The 
Commissioner of Internal Revenue 
determined, however, that the A&H 
reserves held by American Bankers 
should be attributed to Consumer Life, 
thereby disqualifying the latter from 
favorable treatment. Consumer Life 
paid the deficiency assessed by the 
Commissioner and brought suit for a 
refund. The Court of Claims, dis- 
agreeing with its Trial Judge, held 
for the taxpayer. 


B 


No. 75-1260, First Railroad & Bank- 
ing Co. of Georgia v. United States. 
The relevant taxable entity in this case 
is First of Georgia Life Insurance Co., 
a subsidiary of the petitioner First 
Railroad and Banking Co. of Georgia. 
Georgia Life was party to a Treaty II 
type agreement,** reinsuring its A&H 
policies with an insurance company, 
another subsidiary of First Railroad.’ 
On the basis of the reserves carried on 
its books and approved by state au- 
thorities, Georgia Life qualified as a 
life insurance company for the years 
at issue here, 1961-1964. Consequently 
First Railroad excluded Georgia Life’s 
income from its consolidated return, 





ers Handbook, A30-A35 (3d ed. rev. 1970, 
2d printing 1974). While these Treaties 
were in effect, each company was ex- 
amined twice, Consumer Life in 1959 and 
1963, and American Bankers in 1960 and 
1963. The Court of Claims found that the 
reinsurance treaties were examined in de- 
tail, and that the provisions for mainte- 
nance of reserves were approved in the 
course of all four examinations. 524 F. 2d, 
at 1172. 

*% Some of the details differ from Treaty 
II in Consumer Life, but the differences 
are not important for present purposes. 

* The Government does not seek to base 
attribution of reserves on this relationship. 
See n. 8, supra. 
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pursuant to § 1504(b) (2) of the Code. 
The Commissioner determined that 
Georgia Life did not qualify for life 
insurance company status or exclu- 
sion from the consolidated return, and 
so assessed a deficiency. First Railroad 
paid and sued for a refund. It pre- 
vailed in the District Court, but the 
Court of Appeals for the Fifth Circuit 
reversed, relying heavily on Economy 
Finance Corp. v. United States, supra. 


Cc 


No. 75-1285, United States v. Penn 
Security Life Insurance Co. Penn Se- 
curity Life Insurance Co., a Missouri 
corporation, is, like Consumer Life, 
a subsidiary of a finance company. 
Under three separate Treaty I type 
agreements, it reinsured the life and 
A&H policies of three unrelated in- 
surers during the years in question, 
1963-1965. The other companies re- 
ported the unearned premium reserves, 
and the Missouri authorities approved 
this treatment. Because one of the 
three treaties did not contain a run- 
off provision like that present in Con- 
sumer Life, the Government conceded 
that the reserves held by that par- 
ticular ceding company should not be 
attributed to the taxpayer. But the 
other two treaties were similar in all 
relevant respects to Treaty I in Con- 
sumer Life. After paying the deficien- 
cies assessed by the Commissioner, 
Penn Security used for a refund in the 
Court of Claims. Both the Trial Judge 
and the full Court of Claims ruled for 
the taxpayer. 


III 


The Government commences its 
argument by suggesting that these re- 
insurance agreements were sham 
transactions without economic sub- 
stance and therefore should not be 
recognized for tax purposes. See, ¢é.g., 
Gregory v. Helvering, 293 U.S. 465, 
470 (1935); Knetsch v. United States, 
364 U.S. 361 (1969) [Ct. D. 1858, 
1961-1 C.B. 34]. We do not think this 
is an accurate characterization. 





Both taxpayers who were parties to 
Treaty I agreements entered into them 
only after arm’s length negotiation 
with unrelated companies. The ced- 
ing companies gave up a large portion 
of premiums, but in return they had 
recourse against the taxpayers for 
100% of claims. The ceding com- 
panies were not just doing the tax- 
payers a favor by holding premiums 
until earned. This delayed payment 
permitted the ceding companies to 
invest the dollars, and under the 
treaties they kept all resulting invest- 
ment income. Nor were they mere 
“paymasters,” as the Government con- 
tends, for indemnity reinsurance of 
this type does not relieve the ceding 
company of its responsibility to policy- 
holders. Had the taxpayers become in- 
solvent, the insurer still would have 
been obligated to meet claims.*® 

Treaty II also served most of the 
basic business purposes commonly 
claimed for reinsurance treaties. See 
W. Hammond, Insurance Accounting 
Fire and Casualty 86 (2d ed. 1965) ; 
O. Dickerson, supra, at 563-564. It 
reduced the heavy burden on the tax- 
payer’s surplus caused by the practice 
of computing casualty reserves on the 
basis of gross unearned premiums even 
though the insurer may have paid out 
substantial sums in commissions and 
expenses at the commencement of 
coverage. By reducing this drain on 
surplus, the taxpayer was able to ex- 
pand its business, resulting in a broader 
statistical base that permitted more 
accurate loss predictions.1* Through 


% Treaty I type reinsurance is therefore 
different from the relation of agent and 
insurer found in Superior Life Ins. Co. v. 
United States, 462 F. 2d 945 (CA4 1972) 
(credit A&H premiums were held by the 
finance company until earned and only 
then paid to the insurance company; the 
court held that under state law the finance 
company was a mere agent and the insur- 
ance company would be treated as holding 
the unearned premium reserve). 

® Surplus drain may be illustrated by the 
following example. A company issues a 
one-year A&H policy for a premium of 
$120, paying its agent a $60 commission 
at the time of issuance. The state insurance 
department will require the company to 
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Treaty II each taxpayer associated it- 
self with a reinsurance company more 
experienced in the field. Moreover, 
under Treaty II the taxpayers were 
shielded against a period of cata- 
strophic losses. Even though the re- 
insurer would eventually recapture any 
such deep losses, it would be of sub- 
stantial benefit to the ceding company 
to spread those payments out over a 
period of months or years. Both courts 
below that passed on Treaty II agree- 
ments found expressly that the treaties 
served valid and substantial nontax 
purposes.*7 Tax considerations well 





set up a reserve on the liability side of its 
balance sheet equivalent to the gross un- 
earned premium—$120 at the beginning of 
coverage. But after paying the commission 
the company shows a cash asset of only 
$60. The $60 difference results in a $60 
decrease in surplus. 

As each month elapses, $10—one- 
twelfth of the annual premium—becomes 
“earned” and is therefore released from the 
reserve. A company whose business is level, 
writing new policies only as an equivalent 
number of old policies expire, will there- 
fore experience no surplus drain, assuming 
that. claims experience is within the ex- 
pected range; the pro rata release from 
reserves as premiums become earned will 
match the burden imposed by new policies. 
But companies whose business is expand- 
ing, and especially new companies, will 
have a continuing surplus drain problem. 
See generally O. Dickerson, supra, at 606; 
Utah Home Fire Ins. Co. v. Commissioner, 
64 F. 2d, at 74; n. 20 infra. 

Reinsurance can provide amelioration. 
Assume the company in the example above 
reinsures half its business under a treaty 
with simpler provisions than Treaty I or 
Treaty II. This treaty calls for the rein- 
surer to establish a reserve equal to 50% 
of the gross unearned premium, in return 
for immediate payment of 50% of the 
pimary insurer’s net premium income. The 
primary company then takes credit against 
its reserve for the business ceded; its re- 
serve is reduced from $120 to $60. At the 
same time it remits half its net income, 
$30, retaining a cash asset of $30. Each 
policy written on this basis therefore drains 
surplus only by $30, the difference between 
the $60 reserve and the $30 asset. Under 
the treaty the company can issue twice as 
many policies as before for the same total 
depletion in surplus. 


“Consumer Life, No. 75-1221, Pet. App. 
97a-98a, 100a, 105a (Findings of Fact Nos. 
18, 19, 25, 37); First Railroad, No. 75- 
1260, Pet. App. 14a-15a (District Court 
finding of fact accepted by the Court of 
Appeals, 514 F. 2d, at 677). 


may have had a good deal to do with 
the specific terms of the treaties, but 
even a “major motive” to reduce 
taxes will not vitiate an otherwise sub- 
stantial transaction. United States v. 
Cumberland Public Service Co., 338 
US. 451, 455 (1950) .78 


IV 


Whether or not these were sham 
transactions, however, the Government 
would attribute the contested un- 
earned premium reserves to the tax- 
payers because it finds in § 801(c) (2) 
a rule that “insurance reserves follow 
the insurance risk.” Brief, at 34. This 
assertion, which forms the heart of 
the Government’s case, is based on 
the following reasoning. Section 801 
provides a convenient test for deter- 
mining whether a company qualifies 
for favorable tax treatment as a life 
insurance company, a test determined 
wholly by the ratio of life reserves to 
total reserves. Reserves, under accepted 
accounting and actuarial standards, 
represent liabilities. Although often 
carelessly referred to as “reserve 
funds,” or as being available to meet 
policyholder claims, reserves are not 
assets; they are entered on the liability 
side of the balance sheet. Under stand- 
ard practice they are mathematically 
equivalent to the gross unearned pre- 
mium dollars already paid in, but con- 
ceptually the reserve—a_liability—is 
distinct from the cash asset. This much 
of the argument is indisputably sound. 

The Government continues: Since a 
reserve is a liability, it is simply an 
advance indicator of the final liability 
for the payment of claims. The com- 
pany that finally will be responsible 


** The Government also relies on an as- 
serted analogy to Commissioner v. Hansen, 
360 U. S. 446 (1959) [Ct. D. 1838, 1959-2 
C.B. 460]. That case, dealing with a ques- 
tion of ordinary accrual accounting, is in- 
apposite. Life insurance accounting is a 
world unto itself. See Brown v. Helvering, 
291 U. S. 193, 201 (1934); Great Com- 
monwealth Life Ins. Co. v. United States, 
491 F. 2d 109 (CA5 1974). Mechanical 
application of ordinary accounting princi- 
sa? will not necessarily yield a sound 
result. 
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for paying claims—the one that bears 
the ultimate risk—should therefore be 
the one considered as having the re- 
serves. In each of these cases, the 
Government argues, it was the tax- 
payer that assumed the ultimate risk. 
The other companies were merely pay- 
masters holding on to the premium 
dollars until earned in return for a 
negligible percentage of the gross 
premiums. 


A 


We may assume for present purposes 
that the taxpayers did take on all sub- 
stantial risks under the Treaties.‘® And 
in the broadest sense reserves are, of 
course, set up because of future risks. 
Cf. Helvering v. LeGierse, 312 US. 
531, 539 (1941). The question before 
us, however, is not whether the Gov- 
ernment’s position is sustainable as a 
matter of abstract logic.*° Rather it is 


Tt is not difficult to conceive of changes 
in the Treaties, however, that would make 
it much harder to determine whether the 
other party bore a substantial risk. And if 
any risk that may be called substantial 
is sufficient to permit the parties to escape 
the attribution for which the Government 
argues, then surely a Government victory 
here would be shortlived. Cf. Commissioner 
v. Brown, 380 U. S. 563, 580 (1965) 
(Harlan, J., concurring). 

*®Tt is clear, in any event, that the 
traditional actuarial and accounting treat- 
ment of A&H reserves is not built entirely 
on a logic of risk. The premium charged 
the policyholder consists of two parts, an 
expense portion, or “loading,” to cover 
commissions, administrative expenses, and 
profit, and a claims portion. Only the lat- 
ter, the net premium or “morbidity” ele- 
ment, represents the company’s estimate 
of what it must now take in and invest 
to meet its responsibilities as claims arise; 
that is, only the latter represents the com- 
pany’s risk. The expense portion is rela- 
tively fixed. Nearly all of it is paid out, 
for commissions and administrative ex- 
penses connected with issuing the policy, 
at the time the premiums are received. 
Since these expenses already have been 
paid, the only future liabilities for which a 
reserve strictly is needed are claims. Never- 
theless, state insurance departments uni- 
formly require that A&H reserves be set 
up equivalent to the gross unearned pre- 
mium. A&H reserves thus stand on a dif- 
ferent footing from life insurance reserves, 
which are typically computed on the basis 
of mortality tables and assumed rates of 
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whether Congress intended a “reserves 
follow the risk” rule to govern deter- 
minations under § 801. 

There is no suggestion in the plain 
language of the section that this is 
the case. See nn. 1 and 4, supra. If 
anything, the language is a substantial 
obstacle to accepting the Government’s 
position. The word “risk” does not 
occur. Moreover, in § 801(c) (2) Con- 
gress used the phrase “unearned pre- 
miums” rather than “unearned pre- 
mium reserve.” The Government ar- 
gues that, taken in context, “unearned 
premiums” must be regarded as refer- 
ring to reserves—to the liability ac- 
count for unearned premium reserves 
and not the asset represented by the 
premium dollars. We agree that the 
reference is to reserves, but still the 
use of the truncated phrase suggests 
that Congress intended a mechanical 
application of the concept. In other 
words, this phrase suggests that in 
Congress’ view unearned premium re- 
serves always would be found in the 
same place as the unearned premiums 
themselves. If so, reserves would fol- 
low mechanically the premium dollars, 
as taxpayers contend, and would not 
necessarily follow the risk. 


B 


The rather sparse legislative history 
furnishes no better support for the 
Government’s position. Under the 
early Revenue Acts, all insurance com- 
panies were taxed on the same basis 
as other corporations. Both investment 





interest. See § 801(b). Life reserves con- 
tain no loading element. 

Although gross unearned premium re- 
serves may not strictly comport with a 
logic of risk, from the viewpoint of in- 
surance regulators this approach yields ad- 
vantages in simplicity of computation. Es- 
tablishing the larger reserve also tends to 
assure conservative operation and the avail- 
ability of means to pay refunds in the 
event of cancellation. See generally Mayer- 
son, Ensuring the Solvency of Property 
and Liability Insurance Companies, in 
Insurance, Government and Social Policy 
146, 171-172 (S. Kimball & H. Denenberg 
eds. 1969); O. Dickerson, supra, at 604- 
606; Utah Home Fire Ins. Co. v. Com- 
missioner, 64 F. 2d, at 764. 
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income and premium or underwriting 
income were included in gross income, 
although there was a special deduc- 
tion for additions to reserves. See, ¢.g., 
Revenue Act of 1918, c. 18, § 234(a) 
(10), 40 Stat. 1079. 

By 1921 Congress became persuaded 
that this treatment did not accurately 
reflect the nature of the life insurance 
enterprise, since life insurance is often 
a form of savings for policyholders, 
similar in some respects to a bank 
deposit. See Hearings before the Sen. 
Comm. on Finance on H.R. 8245, 
67th Cong., Ist Sess., 83 (1921) (testi- 
mony of Dr. T. S. Adams, Tax Adviser 
to the Treasury Department) (herein- 
after cited as 1921 Hearings). Under 
this view, premium receipts “were not 
true income [to the life insurance com- 
pany] but were analogous to perma- 
nent capital investment.” Helvering v. 
Oregon Mutual Life Ins. Co., 311 U.S. 
267, 269 (1940). The 1921 Act there- 
fore provided, for the first time, that 
life insurance companies would be 
taxed on investment income alone and 
not on premium receipts. Revenue Act 
of 1921, c. 136, §§ 242-245, 42 Stat. 
261. The same rationale did not apply 
to other forms of insurance, and Con- 
gress continued to tax insurance com- 
panies other than life on both under- 
writing and investment income. Id., 
§§ 246-247. 

The 1921 Act was thus built on the 
assumption that important differences 
between life and nonlife insurance 
called for markedly different tax treat- 
ment. Strict adherence to this policy 
rationale would dictate that any com- 
pany insuring both types of risks be 
required to segregate its life and non- 
life business so that appropriate tax 
rules could be applied to each. 
Congress considered this possibility but 
chose instead a more convenient rule 
of thumb,”* the 50% reserve ratio 


™ Since Congress thus has not adhered 
completely to the policy underlying its 
choice to tax life insurance companies dif- 
ferently from other insurance companies, 
we believe the court in Economy Finance 
Corp. v. United States, supra, relied too 





test.2? The Treasury official primarily 
responsible for the 1921 Act explained: 

“Some companies mix with their 
life business accident and health in- 
surance. It is not practicable for all 
companies to disassociate those busi- 
nesses so that we have assumed that if 
this accident and health business was 
more than 50 per cent of their busi- 
ness, as measured by their reserves, it 
could not be treated as a life insurance 
company. On the other hand, if their 
accident and health insurance were 
incidental and represented less than 
50 per cent of their business we treated 
them as a life insurance company.” 
1921 Hearings, at 85 (testimony of 
Dr. T. S. Adams). 


This passage constitutes the only sig- 
nificant reference to the test in the 
1921 deliberations. 


In succeeding years controversy de- 
veloped over the preferential treat- 
ment enjoyed by life insurance com- 
panies. There were claims that they 
were not carrying their fair share of 
the tax burden. There were charges 
that stock companies were favored over 
mutuals, or vice versa. There was a 
nagging question over just how to 
compute a proper deduction for 
additions to reserves. Congress tried a 
host of different formulas to amelio- 
rate these problems. See H. R. Rep. 
No. 34, 86th Cong., Ist Sess. 2-7 
(1959) [1959-2 C.B. 736]; S. Rep. 
No. 291, 86th Cong., Ist Sess. 3-11 
(1959) [1959-2 C.B. 770]; Alinco Life 





heavily on its reading of that policy in 
finding that unearned premium reserves 
should be attributed from the ceding com- 
pany to the reinsurer in a Treaty I type 
agreement. See Penn Security, 524 F. 2d, 
at 1162. 


* Section 242 of the 1921 Act, 42 Stat. 
261, provided: 


“That when used in this title the term 
‘life insurance company’ means an insur- 
ance company engaged in the business of 
issuing life insurance and annuity con- 
tracts (including contracts of combined 
life, health, and accident insurance), the 
reserve funds of which held for the fulfill- 
ment of such contracts comprise more than 
50 per centum of its total reserve funds.” 
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Ins. Co. v. United States, 373 F. 2d, 
at 345-349. But throughout these years 


the 50% test was not significantly 
changed.”® 


In 1959 Congress passed legislation 
that finally established a permanent 
tax structure for life insurance com- 
panies. Life Insurance Company In- 
come Tax Act of 1959, Pub. L. No. 
86-69, 73 Stat. 112 [1959-2 C.B. 654}. 
For the first time since 1921, not only 
investment income but also a portion 
of underwriting income was made sub- 
ject to taxaticn.* But even as Con- 
gress was rewriting the substantive 
provisions for taxing life insurance 
companies, it did not, despite occa- 
sional calls for change,”*> make any 
relevant alterations in § 801. More- 
over, the few references to that pro- 
vision in the committee reports shed 


In 1942 Congress did add a definition 
of “total reserves,” specifying the same 
three elements that appear in the defini- 
tion today. Revenue Act of 1942, c. 619, 
§ 163, 56 Stat. 867, amending § 201(b) 
of the Internal Revenue Code of 1939. 
The 1942 committee reports take note of 
the addition, but do not elaborate. There 
is no glimmer of a “reserves follow the 
risk” rule. H. R. Rep. No. 2333, 77th 
oe 2d omg 109 (1942) [1942- 2 CB. 
372]; S No. 1631, 77th Cong., 2d 
Sess., a5" (1942) [1942-2 C.B. 504}. 

* See n. 2, supra. 

* During the hearings a number of wit- 
nesses and legislators expressed a concern 
that so-called specialty companies, par- 
ticularly credit life insurance companies 
were reaping excessive benefits from pref- 
erential life insurance company taxation. 
See, e. g., Taxation of Income of Life In- 
surance Companies: Hearings before the 
Subcomm. on Internai Revenue Taxation 
of House Comm. on Ways and Means, 
85th Cong., 2d Sess., 78, 242-244, 330, 
422-434; Tax Formula for Life Insurance 
Companies: Hearings on H. R. 4245 be- 
fore Sen. Comm. on Finance, 86th Cong., 
Ist Sess., 84-85. Some proposed to deny 
them these benefits by altering the defini- 
tion in § 801. See House Hearings, supra, 
at 78, 330; Senate Hearings, supra, at 85. 
No one addressed the question of reserve al- 
location under reinsurance contracts like 
those involved here, but Congress clearly 
was made aware that § 801 often led to 
what some considered undesirable results 
when applied to credit life insurance com- 
panies. See also H. R. Rep. No. 1098. 84th 
Cong., Ist Sess., 3-7 (1955) [1956-1 C.B. 
954]; S. Rep. No. 15 71, 84th Cong., 2d 
Sess., 3-8 (1956) [1956-1 C.B. 967]. 


little light on the issue presented 
here. They contain no explicit or 
implicit support for a rule that re- 
serves follows the risk. 


Cc 


More important than anything that 
appears in hearings, reports. or debates 
is a provision added in 1959. § 820, 
concerning modified coinsurance con- 
tracts between life insurance com- 
panies.2* This section, although de- 


*H. R. Rep. No. 34, 86th Cong., 1st 
Sess., 22-23 (1959); S. Rep. No. 291, 
86th Cong., Ist Sess., 41-44 (1959). 

* Section 820 provides in relevant part: 
“§ 820. Optional treatment of policies re- 

insured under modified coinsurance 
contracts 
(a) In general.— 

“(1) Treatment as_ reinsured under 
conventional coinsurance contract.—Under 
regulations prescribed by the Secretary or 
his delegate, an insurance or annuity policy 
reinsured under a modified coinsurance 
contract (as defined in subsection (b) ) 
shall be treated, for purposes of this part 
(other than for purposes of section 801), 
as if such policy were reinsured under a 
conventional coinsurance contract. 

(2) Consent of reinsured and rein- 
surer.—Paragraph (1) shall apply to an 
insurance or annuity policy reinsured un- 
der a modified coinsurance contract only 
if the reinsured and reinsurer consent, in 
such manner as the Secretary or his dele- 
gate shall prescribe by regulations— 

“(A) to the application of paragraph 
(1) to all insurance and annuity policies 
reinsured under such modified coinsurance 
contract, and 


“(B) to the application of the rules pro- 
vided by subsection (c) and the rules pre- 
scribed under such subsection. 

“Such consent, once given, may not be 
rescinded except with the approval of the 
Secretary or his delegate. 


“(b) Definition of modified coinsurance 
contract.—For purposes of this section, 
the term ‘modified coinsurance contract’ 
means an indemnity reinsurance contract 
under the terms of which— 


“(1) a life insurance company (herein- 
after referred to as ‘the reinsurer’) agrees 
to indemnify another life insurance com- 
pany (hereinafter referred to as ‘the rein- 
sured’) against a risk assumed by the re- 
insured under the insurance or annuity 
policy reinsured. 


(2) the reinsured retains ownership of 
the assets in relation to the reserve on the 
policy reinsured, 

“(3) all or part of the gross invest- 
ment income derived from such assets is 
paid by the reinsured to the reinsurer as a 
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gned to deal with a problem different 
from the one presented here, is simply 
unintelligible if Congress thought that 
§ 801 embodied an unvarying rule that 
reserves follow the risk. 

A conventional coinsurance contract 
is a particular form of indemnity re- 
insurance.** The reinsurer agrees to 
reimburse the ceding company for a 
stated portion of obligations arising 
out of the covered policies. In return 
the reinsurer receives a similar portion 
of all premiums received by the in- 
surer, less a ceding commission to 
cover the insurer’s overhead. The re- 
insurer sets up the appropriate reserve 
for its proportion of the obligation 
and, as is customary, the ceding com- 
pany takes credit against its reserves 
for the portion of the risks reinsured. 

A modified coinsurance contract 
is a further variation in this esoteric 
area of insurance. As explained before 
the Senate Finance Committee, a 
modified form of coinsurance de- 
veloped because some major reinsurers 
were not licensed to do business in 
New York, and New York did not 
permit a ceding company to take 





part of the consideration for the reinsur- 
ance of such policy, an 

“(4) the reinsurer is obligated for ex- 
penses incurred, and for Federal income 
taxes imposed, in respect of such gross in- 
vestment income. 

“(c) Special rules—Under regulations 
prescribed by the Secretary or his dele- 
gate, in applying subsection (a)(1) with 
respect to any insurance or annuity policy 
the following rules shall (to the extent 
not improper under the terms of the modi- 
fied coinsurance contract under which 
such policy is reinsured) be applied in re- 
spect of the amount of such policy rein- 
sured: 

**(3) Reserves and assets.—The reserve 
on the policy reinsured shall be treated as 
a part of the reserves of the reinsurer and 
not of the reinsured, and the assets in 
relation to such reserve shall be treated as 
owned by the reinsurer and not by the 
reinsured.” 

*® Coinsurance carries a substantially dif- 
ferent meaning in the life insurance field 
than it does in the case of liability or 
property insurance. See Steffen, Life and 
Health Reinsurance, in Life and Health 
Insurance Handbook 1035 n. 1 (D. Gregg 
ed. 1964); S. Huebner, K. Black, Jr., & 
R. Cline, Property and Liability Insurance 
95-100 (2d ed. 1976). 
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credit against its reserves for business 
reinsured with unlicensed companies. 
Hearings before the Sen. Comm. on 
Finance on H.R. 4245, 86th Cong., 
Ist Sess., 608 (1959) (statement of 
Henry F. Rood). Denial of credit 
places the ceding company in an un- 
desirable position. It has depleted its 
assets by paying to the reinsurer the 
latter’s portion of premiums, but its 
liability account for reserves remains 
unchanged. Few companies would 
accept the resulting drain on surplus, 
and unlicensed reinsurers wishing to 
retain New York business began offer- 
ing a modified form of coinsurance 
contract. Obligations would be shared 
as before, but the ceding company, 
which must in any event maintain 
100% of the reserves, would be per- 
mitted to retain and invest the assets 
backing the reserves. As consideration 
for this right of retention, modified 
coinsurance contracts require the ced- 
ing company to pay to the reinsurer, 
under a complicated formula, the in- 
vestment income on the reinsurer’s 
portion of the investments backing the 
reserve. See id., at 609; E. Wightman, 
Life Insurance Statements and Ac- 
counts 150-151 (1952); D. McGill, 
Life Insurance 435-440 (rev. ed. 
1967). 


The 1950 legislation, as it passed the 
House, contained no special treatment 
for these modified contracts. The in- 
come involved therefore would have 
been taxed twice, once as investment 
income to the ceding company and 
then as underwriting income to the 
reinsurer.2® The Senate thought this 
double taxation inequitable, and there- 
fore added § 820, to which the House 
agreed. That section provides that for 
tax purposes modified coinsurance 
contracts shall be treated the same as 
conventional coinsurance contracts, if 
the contracting parties consent to such 
treatment. For consenting companies 
Congress not only provided that gross 
investment income shall be treated as 


® This was not a problem under prior 
law, since the underwriting income of life 
insurance companies was not taxed. 
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if it were received directly (in appro- 
priate share) by the reinsurer, § 820 
(c)(1), but also expressly declared 
that the reserves “shall be treated as a 
part of the reserves of the reinsurer 
and not of the reinsured.” § 820 
(c) (3). 

Under a modified coinsurance con- 
tract the reinsurer bears the risk on its 
share of the obligations. Thus if § 801 
mandates that reserves follow the risk, 
the reinsurer could not escape being 
considered as holding its share of the 
reserve. Section 820(c) (3), providing 
for attribution of the reserves to the 
reinsurer, would be an elaborate re- 
dundancy. And although § 820(a) (2) 
specifies that attribution under § 820 
is optional, requiring the consent of 
the parties, the parties would in fact 
have no option at all. Plainly § 820 is 
incompatible with a view that § 801 
embodies a rule that reserves follow 
the risk.*° 

The Commissioner himself, inter- 
preting § 801 in light of § 820, has 
implicitly acknowledged that reserves 
do not follow the risk. Rev. Rul. 70- 
508, 1970-2 Cum. Bull. 136. Advice 
was requested by the parties to a 
modified coinsurance contract who had 
not elected the special treatment avail- 
able under § 820. The ceding company 


® This conclusion is not weakened by 
the provision in § 820(a)(1) that the spe- 
cial treatment under § 820 shall not apply 
for purposes of § 801. This exception sim- 
ply means that for purposes of § 801 the 
reserves are invariably treated as held by 
the ceding company; the companies are 
unable to elect to have those reserves fol- 
low the risk. Cf. Rev. Rul. 70-508, 1970-2 
Cum. Bull. 136,-described in text infra. 


The Government argues that § 820 has 


no bearing on attribution of A&H reserves 
since it applies only to reinsurance agree- 
ments in the life insurance field. We find 
this unpersuasive. The Government de- 
rives its “reserves follow the risk” rule from 
the definition of reserve and the fact that 
a reserve is a liability, not an asset. See 
pp. 13-14, supra. Life reserves are as much 
liabilities as are A&H reserves. Although 
there are important differences in the 
ways the two are computed, see n. 20, 
supra, none of those differences are ger- 
mane to the reasoning by which the Gov- 
ernment derives its rule. Either the “re- 
serves follow the risk” rule is valid for all 
insurance risks or it is valid for none. 





had carried the life insurance reserves 
on its books, although the reinsurer 
bore the ultimate risk. The ceding 
company wanted to know whether it 
could count those reserves in its ratio 
for purposes of § 801. Relying on § 801 
(b) and the Treasury Regulations 
implementing it, the Commissioner 
ruled that it could. A “reserves follow 
the risk” rule would have dictated 
precisely the opposite result. 


D 


Section 820 affords an unmistakable 
indication that § 801 does not impose 
the “reserves follow the risk” rule. 
Instead, Congress intended to rely on 
customary accounting and actuarial 
practices, leaving, as § 820 makes evi- 
dent, broad discretion to the parties 
to a reinsurance agreement to nego- 
tiate their own terms. This does not 
open the door to widespread abuse. 
“Congress was aware of the extensive, 
continuing supervision of the insur- 
ance industry by the states. It is ob- 
vious that subjecting the reserves to 
the scrutiny of the state regulatory 
agencies is an additional safeguard 
against overreaching by the com- 
panies.” Mutual Benefit Life Ins. Co. 
v. Commissioner, 488 F. 2d 1101, 1108 
(CA3 1973), cert. denied, 419 U.S. 
882 (1974). See Lamana-Panno-Fallo 
Industrial Ins, Co. v. Commissioner, 
127 F. 2d 56, 58-59 (CA5 1942) ; 
Alinco Life Ins. Co. v. United States, 
373 F. 2d, at 345. See also Prudential 
Ins. Co. v. Benjamin, 328 U.S. 408, 
429-433 (1946); 15 US.C. §1011 
(the McCarran-Ferguson Act). In 
presenting the 1959 legislation to the 
full House, Members of the commit- 
tee that drafted the bill were careful 
to underscore the continuing primacy 
of state regulation, with specific refer- 
ence to the question of reserves.** 

In two of the cases before us the 
courts below expressly found that the 


™ See 105 Cong. Rec. 2569, 2576-2577 
(1959) (remarks of Reps. Mills and Simp- 
son, chairman and ranking minority mem- 
ber, respectively, of the Subcommittee on 
Internal Revenue Taxation). 
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reserves were held in accordance with 
accepted actuarial and accounting 
standards,®? while the third court did 
not address the issue. In all three, it 
was found that no state insurance de- 
partment required any change in the 
way the taxpayers computed and re- 
ported their reserves.** Since the tax- 
payers neither held the unearned pre- 
mium dollars nor set up the corre- 
sponding unearned premium reserves, 
and since that treatment was in accord 
with customary practice as policed by 
the state regulatory authorities, we 
hold that § 801(c) (2) does not permit 
attribution to the taxpayers of the re- 
serves held by the other parties to the 
reinsurance treaties.** 


Vv 


The Government argues that even if 
attribution of reserves is not required 
under § 801(c)(2), attribution is re- 
quired under § 801(c) (3), counting 
in total reserves “all other insurance 
reserves required by law.” See n. 4, 
supra. Under state statutory law, the 
Government suggests, these taxpayers 
were required to set up and maintain 
the full unearned premium reserves. 


See Consumer Life, No. 75-1221, Pet. 
App. 108a (Finding of Fact No. 47) ; First 
Railroad, No. 75-1260, Pet. App. 16a 
(finding by the District Court; the Court 
of Appeals did not take issue with this 
finding). 

% Consumer Life, 524 F. 2d, at 1170- 
1172; First Railroad, No. 75-1260, Pet. 
App. 16a (finding by the District Court), 
noted without disapproval by the Court 
of Appeals, 514 F. 2d, at 677 n. 8; Penn 
Security, 524 F. 2d at 1157. See also id., 
Pet. App. 48a (Finding of Fact No. 29). 

“The current statute bases the § 801 
determination on reserves, not on other 
criteria Congress could have chosen that 
might arguably give a better indication of 
the relative importance of a company’s life 
insurance business. See Economy Finance 
Corp. v. United States, 501 F. 2d, at 483 
(STEVENS, J., dissenting). We of course 
are called upon to apply the statute as it 
is written. Furthermore, the interpretation 
for which the Government contends 
“would have wide ramifications which we 
are not prepared to visit upon taxpayers, 
absent congressional guidance in this direc- 
tion.” Commissioner v. Brown, 380 U. S. 
at 575 [Ct. D. 1904, 1965-2 C.B. 282]. If 
changes are thought necessary, that is 
Congress’ business. 


Our attention is drawn to no statute 
in any of the affected States that ex- 
pressly requires this result. Instead the 
Government returns to its main theme 
and asserts, in essence, that certain 
general state statutory provisions em- 
body the doctrine that reserves follow 
the risk.*° We would find it difficult to 
infer such a doctrine from the statutory 
provisions relied on by the Government 
even if there were no other indications 
to the contrary. But other indications 
are compelling. The insurance depart- 
ments of the affected States consist- 
ently accepted annual reports show- 
ing reserves held as the taxpayers claim 
they should be.** It is well established 
that the consistent construction of a 
statute “by the agency charged with 
its enforcement is entitled to great de- 
ference by the courts.’ NLRB v. 
Boeing Co., 412 U.S. €7, 75 (1973). 
See Trafficante v. Metropolitan Life 
Ins. Co., 409 U.S. 205, 210 (1972); 
Udall v. Tallman, 380 US. 1, 16-18 


% For example, Ariz. Rev. Stat. Ann. 
§ 20-506 (1975), provides in part that 
“every insurer shall maintain an unearned 
premium reserve on all policies in force.” 
Under id., § 20-104, ‘“ ‘Insurer’ includes 
every person engaged in the business of 
making contracts of insurance.” Section 
20-103 of the Arizona statute defines “in- 
surance” as “a contract whereby one un- 
dertakes to indemnify another .. . .” After 
summarizing these provisions the Govern- 
ment concludes: “The significant aspect 
of these state statutes is that they require 
the establishment of a reserve by the com- 
pany that is ultimately liable to meet policy 
claims whether or not it has actually re- 
ceived the premiums for coverage.” Brief, 
at 69-70. We do not think these general 
provisions can be read to support such a 
sweeping conclusion. 

*%In Consumer Life and First Railroad 
the Government introduced the testimony 
of certain insurance department officials 
from Arizona and Georgia. They indi- 
cated that the omission of unearned pre- 
mium reserves from these two taxpayers’ 
annual reports was permitted “unwittingly” 
or only because the departments were un- 
familiar at the time with these types of 
reinsurance agreements. But we do not 
think this after-the-fact testimony from 
single officials should outweigh the formal, 
official approval rendered under the names 
of the commissioners after opportunity for 
full review. Moreover, this formal approval 
withstood careful triennial audits. See n. 
12, supra. 
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(1965) ; Skidmore v. Swift @ Co., 323 
USS. 134, 139-140 (1944). This is no 
less the rule when federal courts are 
interpreting state law administered by 
regulatory officials’? at least where, 
as here, there is no reason to think that 
the state courts would construe the 
statute differently. We find no basis 
for holding that taxpayers were re- 
quired by law, within the meaning of 
§ 801(c) (3), to maintain the disputed 
unearned premium reserves.** 


* The relevant Treasury Regulations also 
seem to make state practice determinative: 
‘{T]he term ‘reserves required by law’ 
means reserves which are required either 
by express statutory provisions or by rules 
and regulations of the insurance depart- 
ment of a State, Territory, or the District 
of Columbia when promulgated in the 
exercise of a power conferred by statute, 
and which are reported in the annual state- 
ment of the company and accepted by 
state regulatory authorities as held for the 
fulfillment of the claims of policyholders or 
beneficiaries.” Treas. Reg. § 1.801-5(b) 
(1960) (emphasis added). 

See also id., § 1.801-5(a) (indicating 
that the reserve “must have been actually 
held during the taxable year for which 
the reserve is claimed”’). 

* The Government suggests that state 
regulatory practice cannot be deemed con- 
trolling under the doctrine of McCoach v. 
Insurance Co. of North America, 244 U. S. 
585 (1917) and the many cases in this 
Court that followed it. See, e. g., United 
States v. Boston Ins. Co., 269 U. S. 197 
(1925); New York Ins. Co. v. Edwards, 
271 U.S. 109 (1926) ; Helvering v. Inter- 
mountain Life Ins. Co., 294 U. S. 686 
(1935). Those cases held that certain re- 
serves mandated by state insurance au- 
thorities were not reserves “required by 
law” within the meaning of the early 
revenue acts, because they were not tech- 
nical insurance reserves. In those cases, 
however, the question was not whether the 
taxpayers qualified for preferential tax 
treatment. Rather, the question was 
whether the taxpayers would be allowed a 
deduction for additions to various reserves, 
and the skeletal provisions of the earlier 
acts necessitated a restrictive view. See 
McCoach, supra, at 589. The same restric- 
tive view is not appropriate for purposes 
of applying § 801. See National Protective 
Ins. Co. v. Commissioner, 128 F. 2d 948, 
950-952 (CA8), cert denied, 317 U. S. 
655 (1942). Moreover, those early cases 
generally have little bearing on questions 
that arise under the more recent enact- 
ments. The definition of “life insurance re- 
serves” that now appears in § 801(b), and 
which originated with the 1942 Revenue 
Act, substantially replaced the problematic 
concept of technical reserves developed in 
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VI 


For the reasons stated, we hold for 
the taxpayers. The judgments in Nos. 
75-1221 and 75-1285 are affirmed. The 
judgment in No. 75-1260 is reversed 
and the case is remanded for fur- 
ther proceedings consistent with this 
opinion. 


It is so ordered. 


26 CFR 1.801.8: Contracts with reserves 
based on segregated asset accounts. 
(Also Sections 809, 810; 1.809-2, 1.810-2.) 
Life insurance companies; seg- 
regated asset accounts; short-term 
capital gains. A life insurance com- 
pany issuing variable annuity con- 
tracts, each of which qualifies as a 
“contract with reserves based on a 
segregated asset account” under 
section 801(g)(1)(B) of the Code, 
must reduce its year-end reserves 
twice, once under section 801(g)(6) 
and once under section 810(a) and 
(b) for the excess of net short-term 
capital gain over net long-term cap- 
ital loss, before determining under 
section 810 whether there has 
been any increase or decrease in 
the reserves for the year. 


Rev. Rul. 77-219 


Advice has been requested concern- 
ing the Federal income tax treatment 
of the excess of net short-term capital 
gains over net long-term capital losses 
realized on sales of assets of the tax- 
payer held in a segregated asset ac- 
count provided for in section 801(g) 
of the Internal Revenue Code of 1954, 
under the circumstances described be- 
low. 


The taxpayer, a life insurance com- 
pany within the meaning of section 
801(a) of the Code, issues individual 
variable annuity contracts with values 
based on assets held in a separate ac- 
count. The taxpayer’s annuity con- 





McCoach. See United States v. Occidental 
Life Ins. Co., 385 F. 2d 1, 4-7 (CA9 
1967). 
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tracts do not qualify as pension plan 
contracts under section 805(d), but 
each such contract does qualify as a 
“contract with reserves based on a 
segregated asset account” under sec- 
tion 801(g)(1)(B). The purpose of 
the segregated asset account is to fund 
nonqualified pension plans. 

The assets held in the segregated 
asset account are invested principally in 
common stock. During the taxable 
year 1972, a significant amount of net 
short-term capital gain in excess of 
net long-term capital loss was realized 
with respect to sales of the stock held 
in the segregated asset account. 

Section 809(d) (2) of the Code pro- 
vides, in general, that in computing a 
life insurance company’s gain or loss 
from operations, a deduction is al- 
lowed for the net increase in reserves 
which is required by section 810 to be 
taken into account. 

Section 809(c)(2) of the Code 
provides, in part, that in determining 
gain and joss from a life insurance 
company’s operations each net de- 
crease in reserves that is required by 
section 810 is to be taken into account 
in the gross amount as income. 

Sections 810(a) and (b) of the Code 
provide, in part, that in determining 
the adjustment for a decrease or in- 
crease in the amount of the life in- 
surance reserves for the taxable year, 
the sum of the items to be taken into 
account in computing such reserves at 
the close of the taxable year is to be 
reduced by the amount of investment 
yield not included in gain or loss from 
operations for the taxable year by rea- 
son of section 809(a) (1). 

Under section 809(a)(1) of the 
Code, the pro rata portion of items of 
investment yield of an insurance com- 
pany equal to required interest (as de- 
fined in section 809(a)(2)) is allo- 
cated to policyholders and thereby ex- 
cluded from the life insurance com- 
pany’s gain or loss from operations. 

Section 804(c) defines the term “in- 
vestment yield” as gross investment in- 
come less certain deductions. Section 


804(b)(2) includes in gross invest- 
ment income the excess of net short- 
term capital gain over net long-term 
capital loss. 

Section 801(g) (6)(A) of the Code 
provides, in part, that for purposes of 
section 810 (a) and (b) the sum of 
the items described in section 810(c) 
taken into account as of the close of 
the taxable year shall be adjusted by 
subtracting therefrom an amount 
equal to the sum of the amounts 
added from time to time (for the tax- 
able year) to the reserves separately 
accounted for in accordance with sec- 
tion 801(g)(3) by reason of appre- 
ciation in value of assets (whether or 
not the assets have been disposed of). 


The question presented is whether 
sections 801(g)(6) and 810 of the 
Code require independent adjustments 
to the reserves at the end of the year 
for the excess of net short-term capital 
gain over net long-term loss before 
determining whether there has been 
any increase or decrease in the reserves 
for the year under section 810. 


Under section 804(b)(2) of the 


Code the excess of net short-term 
capital gain over net long-term capital 
loss is an item of investment yield 
within the meaning of section 809(a) 
(1). Accordingly, it is excluded from 
the taxpayer’s gain or loss from opera- 
tions under section 809(a)(1), re- 
sulting in a reduction of the taxpayer’s 
reserves. Section 801(g)(6)(A) also 
requires that the taxpayer’s reserves 
be decreased by any appreciation in 
the value of assets, whether or not the 
assets have been disposed of by the 
taxpayer. Thus, the taxpayer’s reserves 
must be reduced by any such excess 
net short-term capital gain added to 
the reserves for the taxable year. 


Accordingly, the year-end reserves 
must be reduced twice, once under 
section 801(g)(6) of the Code and 
once under section 810(a) and (b) 
for the excess of net short-term capi- 
tal gain over net long-term capital loss, 
before determining under section 810 
whether there has been any increase or 
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decrease in the reserves for the year. 
The effect of the reduction is to in- 
clude the realized excess net short-term 
capital gain in the taxpayer’s gain or 
loss from operations under section 809. 


26 CFR 1.801-8: Contracts with reserves 
based on segregated asset accounts. 


Federal income tax treatment of invest- 
ment annuity arrangements involving a 
custodial account. See Rev. Rul. 77-85, 
page 12. 





Subpart B.—Investment Income 





Section 804.—Taxable Investment 
Income 


26 CFR 1.804-1: Taxable years affected. 


Whether interest computed on debit 
balances in certain deposit funds is interest 
income within the meaning of section 804 
of the Code for purposes of determining 
the taxpayer’s investment yield. See Rev. 
Rul. 77-129, this page. 





Section 805.—Policy and Other 
Contract Liability Requirements 


26 CFR 1.805-8: Interest paid. 
(Also Sections 801, 804; 1.801-4, 1.804-1.) 


Life insurance companies; inter- 
est on deposit funds. Interest com- 
puted on the credit balances in 
calendar year funds of prior years 
by a life insurance company in ac- 
cordance with the provisions of a 
group disability insurance contract 
is interest paid under section 805 
(e)(1) of the Code. Interest com- 
puted on a debit balance in such 
funds is interest income within the 
meaning of section 804 for pur- 
poses of determining investment 
yield. 


Rev. Rul. 77-129 


Advice has been requested whether 
interest credited to a deposit fund in 
accordance with the provisions of a 
group disability insurance contract is, 
under the circumstances described 
below, interest paid by the taxpayer 
under section 805(e) (1) of the Inter- 
nal Revenue Code of 1954, and wheth- 


er the interest computed on debit bal- 
ances as of the last day of each month 
in the calendar year funds of prior 
years is interest income within the 
meaning of section 804 for purposes 
of determining the taxpayer’s invest- 
ment yield. 


The taxpayer is a foreign corpora- 
tion carrying on an insurance business 
within the United States. The tax- 
payer is a life insurance company 
within the definition of section 801 (a) 
of the Code and, pursuant to section 
842, its income that is effectively con- 
nected with its insurance business 
within the United States is taxable 
under sections 801 through 820. 


The taxpayer has a group disability 
insurance contract that it offers to em- 
ployers to fund disability plans for 
their employees. The contract provides 
for the establishment of a deposit fund 
from deposits made by the employer 
under the contract. The deposit fund 
is composed of a number of calendar 
year funds and consists of the net 
credit balance of all calendar year 
funds held under the contract. Such 
deposit fund is a liability account, in- 
creased by credit entries and decreased 
by debit entries. The deposits by the 
employer each year are credited to a 
calendar year fund for that year, and 
benefits paid during that year are 
charged to that fund. After the end of 
each calendar year, the taxpayer estab- 
lishes an interest rate for the balance 
(whether a debit or credit balance) in 
the calendar year fund for the immedi- 
ately preceding year. Once established, 
such interest rate is applicable to that 
calendar year fund as long as it is in 
existence. 


On the first day of each calendar 
year the taxpayer computes for the 
current calendar year fund a total in- 
terest credit and a total interest debit, 
which are the sums of interest com- 
puted on credit and debit balances as 
of the last day of each month in the 
immediately preceding calendar year 
for each of the calendar year funds of 
prior years, at the applicable interest 
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rate for each such calendar year fund. 
The excess of the total interest credit 
over the total interest debit is credited 
to the calendar year fund for the cur- 
rent year. The amount so credited is 


the claimed interest on the deposit 
fund. 


The insurer’s contract provides that 
no benefit is payable to a claimant if 
such benefit, when deducted from the 
current capital value of the insured’s 
deposit fund, would produce a nega- 
tive amount. Benefits therefore are 
paid only if the current capital value 
of the deposit fund equals or exceeds 
the amount of such benefits. Further- 
more, the contract provides that the 
insurer, as directed by the insured, is 
required to pay any amount to any 
person in respect of administrative or 
consultative expenses, and shall ac- 
count for the amount paid as if it were 
an expense of the insurer. Such 
amount is required to be paid only if 
payment does not result in the current 
capital value of the deposit fund being 
reduced to a negative amount. Under 
certain terms of the contract, the in- 
surer is required, if the option is so ex- 
ercised by the insured, to pay the cur- 
rent capital value of the deposit fund 
to a person or corporation named by 
the insured as the successor depository. 
The insurer is not obligated to renew 
the contract or to continue it at a 
specified rate following a cessation 
date, and the insurer is not required to 
carry, and does not carry, a reserve 
with respect to the deposit fund. 


Under the terms of the contract, 
therefore, any claims exceeding the 
current capital value of the insured’s 
deposit fund are not required to be 
honored by the insurer. The insurer 
may pay claims that exceed the cur- 
rent year’s total premiums but is con- 
tractually obligated only up to the 
total amount of money deposited with 
it by the insured and held in the in- 
sured’s deposit fund. The principal of 
the deposit fund held in calendar year 
funds of prior years is not used to sat- 
isfy excess claims for the current year 
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but is held as security for loans made 
by the insurance company to the in- 
sured to pay such excess claims. Since 
claims made by the insured under the 
contract are limited only to the 
amounts paid by it as premiums, the 
contract involves no element of risk 
shifting or risk distributing as required 
under Helvering v. LeGierse, 312 US. 
531 (1941) 1941-1 C.B. 430, in order 
to be considered a contract for insur- 
ance. Accordingly, the contract here is 
not a contract for insurance. 

Section 804 of the Code deals with 
the computation of taxable investment 
income. Section 804(a) (1) provides, 
in effect, that the policyholders’ share 
of each and every item of investment 
yield shall not be included in taxable 
investment income. In order to arrive 
at the amount of the exclusion, a per- 
centage is obtained by dividing the 
“policy and other contract liability re- 
quirements” by the investment yield. 


Section 805(a) of the Code defines 
“policy and other contract liability re- 
quirements.” Section 805(a) (3) pro- 
vides that interest paid is one of the 
elements of the policy and other con- 
tract liability requirements. 


Section 805(e) of the Code provides 
four categories of interest items, the 
sum of which constitutes “interest 
paid” for any taxable year. Section 
805(e)(1) provides, in part, that in- 
terest paid includes all interest for the 
taxable year on indebtedness. Section 
1.805-8(a) of the Income Tax Regu- 
lations provides, in part, that interest 
paid includes interest on indebtedness, 
discounts on prepaid premiums, and 
interest on insurance or annuity con- 
tracts for which no provision is made 
in the life insurance reserves. 

In the instant case, the contract be- 
tween the taxpayer and policyholder 
creates what in economic reality is a 
debtor-creditor relationship. The con- 
tract limits the amounts the taxpayer 
can pay out in benefits to the value of 
the deposit fund. Under the terms of 
the agreement the policyholder can 
terminate the arrangement and direct 
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payment of such cash settlement to 
anyone without restriction. 

Accordingly, the interest computed 
on credit balances as of the last day 
of each month in the calendar year 
funds of prior years, that is, the total 
interest credit, is interest paid under 
section 805(e) (1) of the Code. Fur- 
thermore, the interest computed on 
debit balances as of the last day of 
each month in the calendar year funds 
of prior years, that is, the total interest 
debit, is interest income within the 
meaning of section 804 for purposes 
of determining investment yield. 





Section 806.—Certain Changes 
in Reserves and Assets 


26 CFR 1.806-4: Change of basis in com- 
puting reserves. 
(Also Section 810; 1.810-3). 

Life insurance companies; 
change in method of computing re- 
serves. The recomputation, by a life 
insurance company, of substand- 
ard reserves and reserves for group 
life conversions from a nonactu- 
arial method to a method utilizing 
mortality tables and assumed rates 
of interest is a change in the basis 
of computing reserves and the re- 
sulting adjustment must be taken 
into account ratably over the suc- 
ceeding ten years under section 
810(d) of the Code. 


Rev. Rul. 77-198 


Advice has been requested whether 
the recomputation of a life insurance 
company’s reserves as of December 31, 
1975, is a change in basis within the 
meaning of sections 806(b) and 810 
(d) of the Internal Revenue Code of 
1954, or whether the recomputation 
results in the creation of new reserves 
qualifying under section 801(b), un- 
der the circumstances described below. 

The taxpayer is a mutual life insur- 
ance company taxable under section 
802 of the Code. In 1975, the Internal 
Revenue Service examined the tax- 
payer’s Federal income tax returns for 





the taxable years 1970 through 1974, 
at which time certain reserves (sub- 
standard reserves and extra reserves 
for group life conversions) were prop- 
erly reclassified from section 810(c) (1) 
reserves (life insurance reserves) to 
section 810(c) (2) reserves (unearned 
premiums and unpaid losses) because 
reserves were not computed actuarially 
so as to qualify as life insurance re- 
serves under section 801(b). 


For the taxable year 1975, the tax- 
payer recomputed the above indicated 
reserves using recognized mortality 
tables and assumed rates of interest 
to qualify such reserves as life insur- 
ance reserves as defined under section 
801(b) of the Code. The recomputed 
reserves amounted to 5,000x dollars, 
which were 200x dollars higher (with 
respect to contracts issued before 
1975) than they would have been had 
they been computed under the basis 
used prior to 1975. The recomputed 
reserves were not attributable to any 
new or additional policy benefits. 

Prior to 1975 the substandard re- 
serves were computed as 50 percent 
of the extra premiums charged, and 
the extra reserves for group life con- 
versions were computed as the present 
value of 65x dollars for each 1,000x 
dollars of insurance in force. 


As a result of the adjustments made 
by the Service in taxable years 1970 
through 1974, the taxpayer reduced the 
substandard reserves and the extra 
reserves for group life conversions to 
zero as of January 1, 1975, and in- 
cluded as of December 31, 1975, the 
full amount of the recomputed re- 
serves of 5,000x dollars as life insur- 
ance reserves as defined in section 
801(b) of the Code. 


Section 801(b) of the Code defines 
“life insurance reserves”, in part, as 
amounts that are computed or esti- 
mated on the basis of recognized mor- 
tality or morbidity tables and assumed 
rates of interest, and that are set aside 
to mature or liquidate future unac- 
crued claims arising from life insur- 
ance contracts involving life contin- 
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gencies at the time with respect to 
which the reserve is computed. 

Section 806(b) of the Code (deal- 
ing with change in basis of computing 
reserves), provides that if the basis for 
determining the amount of any item 
referred to in section 810(c) as of the 
close of the taxable year differs from 
the basis for such determination as of 
the beginning of the taxable year, then 
for the purposes of determining tax- 
able investment income under subpart 
B, part 1, of subchapter L, the amount 
of such item—(1) as of the close of 
the taxable year shall be computed on 
the old basis, and (2) as of the be- 
ginning of the next taxable year shall 
be computed on the new basis. 

Section 810(d)(1) of the Code 
(dealing with an adjustment for 
change in computing reserves), pro- 
vides, in part, that if the basis for 
determining any item referred to in 
section 810(c) (relating to, among 
other items not pertinent here, life 
insurance reserves and unearned pre- 
miums and unpaid losses included in 
total reserves) as of the close of any 
taxable year differs from the basis for 
such determination as of the close of 
the preceding taxable year, and the 
amount of the item at the close of the 
taxable year, computed on the new 
basis, exceeds the amount of the item 
at the close of the taxable year, com- 
puted on the old basis, then so much 
of such excess as is attributable to con- 
tracts issued before the taxable year 
shall be taken into account for pur- 
poses of determining gain and _ loss 
from operations under subpart C, part 
1, of subchapter L, over each of the 
succeeding 10 taxable years as a net 
increase to which section 809(d) (2) 
applies. 

Section 809(d)(2) of the Code 
allows a deduction under subpart C, 
part 1, of subchapter L for the net 
increase in reserves required to be 
taken into account by section 810. 

Sections 806(b) and 810(d) of the 
Code are applicable only if the basis 
for determining the amount of “any 
item” referred to in section 810(c) as 


of the close of the taxable year differs, 
in the case of section 806(b), from 
the basis for such determination as of 
the beginning of the taxable year and, 
in the case of section 810(d), from the 
basis for such determination as of the 
close of the preceding taxable year. 
See Rev. Rul. 69-444, 1969-2 C.B. 
145, which holds that an increase in 
reserves solely because a life insurance 
company increased benefits under 
existing policies is not attributable to 
a change in basis for computing re- 
serves within the meaning of sections 
806(b) and 810(d) of the Code. 

In the instant case, the recomputa- 
tion of taxpayer’s substandard re- 
serves and extra reserves for group life 
conversions is not attributable to new 
or additional benefits on policies in 
force. For this reason the reserves are 
not new reserves. The change in com- 
puting the reserves for the policies in 
force was made from a nonactuarial 
percentage reserve method which pro- 
duced reserves that did not qualify as 
life insurance reserves to a method 
using recognized mortality tables and 
assumed rates of interest that pro- 
duced life insurance reserves within 
the meaning of section 801(b) of the 
Code. Thus, a change from the tax- 
payer's former method to the later 
method of computing the reserves in 
question is a change in basis of com- 
puting reserves. 

Accordingly, the taxpayer’s recom- 
putation of the subject reserves as of 
December 31, 1975, represents a 
change in basis of computing reserves 
within the meaning of sections 806(b) 
and 810(d) of the Code. Under the 
authority of section 810(d), the re- 
sulting adjustment of 200x dollars 
shall be taken into account ratably 
(20x dollars per year) over the next 
succeeding 10 taxable years commenc- 
ing in 1976 as a net increase in certain 
reserves to which section 809(d) (2) 
applies. 


26 CFR 1.806-4: Change of basis in com- 
puting reserves. 


Whether “total insurance liabilities” as 


Section 809 


used in section 819(a) of the Code are 
to be determined by a foreign life insur- 
ance company without regard to the pro- 
visions of section 806(b). See Rev. Rul. 
77-138, page 195. 





Subpart C.—Gain or Loss from Operations 





Section 809.—In General 


26 CFR 1.809-2: Exclusion of share of in- 
vestment yield set aside for policyholders. 


Federal income tax treatment of the ex- 
cess of net short-term capital gains over 
net long-term capital losses realized on 
sales of assets of the taxpayer held in a 
segregated asset account provided for in 
section 801(g) of the Code. See Rev. Rul. 
77-219, page 188. 


26 CFR 1.809-4: Gross amount. 


Federal income tax treatment of invest- 
ment annuity arrangements involving a 
custodial account. See Rev. Rul. 77-85, 
page 12 


26 CFR 1.809-5: Deductions. 
(Also Sections 446, 461, 818; 1.446-1, 
1.461-1, 1.818-2.) 

Life insurance companies; for- 
feitable coupon certificates. The 
redemption by a life insurance com- 
pany of forfeitable coupon certifi- 
cates, which after maturing with 
the timely payment of an annual 
premium entitle the owner to the 
payment or credit of a specified 
percentage of the premium paid or 
may be converted after twenty 
years to a fully paid-up life insur- 
ance policy, is treated as an ac- 
crued benefit, rather than as a re- 
turn premium, and is taken into ac- 
count as a deduction under section 
809(d)(1) of the Code. The poten- 
tial liability for unmatured cou- 
pons, however, is not deductible in 
computing the company’s gain or 
loss from operations under section 
809(b) until such coupons mature. 


Rev. Rul. 77-39 


Advice has been requested as to the 
proper treatment for Federal income 
tax purposes of the redemption by a 
life insurance company of matured 
coupon certificates under the type of 
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Section 809 


coupon life insurance policy described 
below. Advice has also been requested 
whether the life insurance company, 
in computing its taxable income, may 
accrue the potential liability for the 
redemption of unmatured coupon cer- 
tificates included in the coupon life 
insurance policy. 

A life insurance company issues a 
nonparticipating life insurance policy 
attached to which are annual coupon 
certificates. The policy provides for a 
number of coupon certificates that ma- 
ture serially upon the timely payment 
of an annual premium under the 
premium payment terms of the policy. 
Each coupon is a promise that, upon 
its maturity and surrender, the com- 
pany will pay or credit a specified per- 
centage of the premium to the owner. 
If all such coupon benefits are left with 
the company, under the principal op- 
tion provided for in the policy, then at 
the twentieth anniversary of the policy, 
the accumulated benefits will be suffi- 
cient to convert the policy to a fully 
paid-up life insurance policy. However, 
if prior to maturity of the coupons, the 
policyholder defaults in the premium 
payments and the policy is thereby 
cancelled, all unmatured coupon bene- 
fits are forfeited to the company. Ma- 
tured coupon benefits are withdraw- 
able in cash at any time by the policy- 
holder, or, may be left on deposit with 
the company at the option of the 
policyholder. 

The reserves established for the cou- 
pon benefits are not based upon mor- 
tality tables and assumed rates of inter- 
est. Therefore, such reserves are not 
life insurance reserves within the mean- 
ing of section 801(b) of the Internal 
Revenue Code of 1954. 

The life insurance coverage under 
the policy is based upon annual premi- 
ums that are paid in semi-annual, 
quarterly, or monthly installments at 
specified rates. Such installment pay- 
ments may span more than | calendar 
year. For example, a policy with a July 
anniversary date whose premiums are 
paid in equal monthly installments will 
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have its premium for 1 policy year 
spread into 2 calendar years. 

The specific questions are: (1) 
whether the redemption of matured 
coupon certificates under a_ policy 
whose premium is paid in installments 
is treated, for Federal income tax pur- 
poses, as an accrued benefit under sec- 
tion 809(d)(1) of the Code as dis- 
tinguished from a “return premium,” 
and (2) whether the potential liability 
for the redemption of unmatured cou- 
pon certificates may be deducted as an 
accrued liability by the life insurance 
company in computing its gain and loss 
from operations under section 809. 

Section 809(c) (1) of the Code pro- 
vides, in part, that the gross amount 
of premiums less return premiums shall 
be taken into account by a life insur- 
ance company in determining its gain 
or loss from operations under section 
809(b). 

Section 809(d) (1) of the Code pro- 
vides, in part, that all claims and bene- 
fits accrued, and all losses incurred, 
during the taxable year on insurance 
and annuity contracts shall be allowed 
as deductions by a life insurance com- 
pany in determining its gain or loss 
from operations under section 809(b). 

Return premiums, as defined in sec- 
tion 1.809-4(a)(1) (ii) of the Income 
Tax Regulations, are amounts returned 
or credited that are fixed by contract 
and do not depend on the experience 
of the company or the discretion of the 
management. Return premiums are 
limited to those situations where the 
premium has been erroneously calcu- 
lated, where the policy has been can- 
celled before the end of the contract 
period, or where the policy has been 
procured through fraud, or issued 
through a mistake of law or fact, or is 
void. Thus, return premiums refer to 
a refund of premiums to which no in- 
surance risk has attached. See Rev. 
Rul. 67-180, 1967-1 C.B. 172. 

On the other hand, the deductions 
allowed under section 809(d)(1) of 
the Code include all claims and bene- 
fits accrued. In this regard, section 


1.809-5(a) (1) of the regulations pro. 
vides, in part, that the term “all claims 
and benefits accrued” includes, for ex- 
ample, matured endowments and 
amounts on surrender. 

In the instant case, the unmatured 
coupon benefits are forfeited to the 


_ company in the event of cancellation of 


the policy before the end of the con- 
tract period. Furthermore, where the 
premium is paid in installments spread 
over the policy year term, in no event 
can the coupon benefits be withdrawn 
by the policyholder until after the 
premium has been paid in full. Thus, 
the coupon benefits are not return 
premiums that are returnable to the 
policyholder in the event of cancella- 
tion of the policy to which no risk has 
attached, as contemplated by section 
1.809-4(a) (1) (ii) of the regulations. 

When matured coupon benefits are 
left with the company under the princi- 
pal policy option, the benefits will be 
paid to the policyholder in the form of 
paid-up life insurance. Therefore, 
under the terms of the policy, the 
principal means of paying coupon 
benefits is in terms of life insurance 
benefits. If the policyholder elects to 
redeem the coupon certificates in cash 
as they mature, such amounts fit with- 
in the meaning of amounts “allowed 
on surrender” under section 1.809-5 
(a) (1) of the regulations as they are 
amounts allowed in cash for surrender 
of the option to leave such benefits with 
the company for paid-up life insurance 
to be provided in later years. Accord- 
ingly, in the instant case, the redemp- 
tion of matured coupon certificates is 
to be treated as an accrued benefit 
under the coupon policy, rather than 
as a return premium, and is to be taken 
into account as a deduction under sec- 
tion 809(d) (1) of the Code. 

Section 818 (a) of the Code provides, 
in part, that all computations entering 
into the determination of Federal in- 
come taxes for purposes of Part I of 
subchapter L shall be made under the 
accrual method of accounting, or to the 
extent permitted under the regula- 
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tions, under a combination of an 
accrual method of accounting with any 
other method permitted under chapter 
1 (other than the cash receipts and 
disbursements method). 

Section 1.818-2(a) of the regula- 
tions provides, in part, that the term 
“accrual method” shall have the same 
meaning and application in section 818 
of the Code as it does under section 
446 (relating to general rule for meth- 
ods of accounting) and the regulations 
thereunder. For general rules relating 
to the taxable year for deduction of 
expenses under an accrual method of 
accounting, see section 461 and the 
regulations thereunder. 

Section 1.461-1(a) (2) of the regula- 
tions provides, in part, that under an 
accrual method of accounting, an ex- 
pense is deductible for the taxable year 
in which all of the events have occurred 
that determine the fact of the liability 
and the amount thereof can be deter- 
mined with reasonable accuracy. 

In the instant case, the company is 
not obligated to pay coupon certificate 
benefits until the annual premiums are 
paid in full. In the meantime, such 
benefits may be forfeited to the com- 
pany in the event of cancellation of 
the policy because of a default in pay- 
ment of the full amount of the premi- 
ums due. Therefore, the company’s 
liability for the payment of the coupon 
benefits remains contingent until the 
entire annual premium relating thereto 
has been paid. Thus, the company may 
not accrue the potential liability for 
unmatured coupon certificates as a 
deduction under section 809(d) (1) of 
the Code or under any other applicable 
provision of the Code. 

Accordingly, the benefits arising 
from such coupon certificates are not 
deductible in computing the company’s 
gain or loss from operations under sec- 
tion 809(b) until such benefits mature 
upon timely payment of the entire 
amount of the annual premium. 


Section 810.—Rules for Certain 
Reserves 


26 CFR 1.810-2: Rules for certain reserves. 


Federal income tax treatment of the ex- 
cess of net short-term capital gains over 
net long-term capital losses realized on 
sales of assets of the taxpayer held in a 
segregated asset account provided for in 
section 801(g) of the Code. Seé Rev. Rul. 
77-219, page 188. 


26 CFR 1.810-3: Adjustment for change 
in computing reserves. 


Whether “total insurance liabilities” as 
used in section 819(a) of the Code are to 
be determined by a foreign life insurance 
company without regard to the provisions 
of section 810(d)(1). See Rev. Rul. 77- 
138 page 195. 


26 CFR 1.810-3: Adjustment for change 
in computing reserves. 


Whether the recomputation of life in- 
surance company’s reserves is a change in 
basis within meaning of section 810(d) 
7 a Code. See Rev. Rul. 77-198, page 





Subpart D.—Distributions to Shareholders 





Section 815.—Distributions to 
Shareholders 


26 CFR 1.815: Statutory provisions; life 
insurance companies; distributions to 
shareholders. 

(Also Section 818; 1.818.) 


T.D. 7469 


TITLE 26.—INTERNAL REVE- 
NUE—CHAPTER I. SUBCHAP- 
TER A, PART 1—INCOME 
TAX; TAXABLE YEARS BEGIN- 
NING AFTER DECEMBER 31, 
1953 


Computation of policyholders’ share 
of investment yield on consolidated 
tax returns of life insurance companies 
and inadvertent distributions from the 
policyhoiders’ surplus account. 


DEPARTMENT OF THE TREASURY, 
OrFIcE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Section 815 


Preamble 


This document contains amend- 
ments to the Income Tax Regulations 
(26 CFR Part 1) in order to conform 
such regulations to the provisions of 
the Act of January 12, 1971 (Public 
Law 91-688, 84 Stat. 2072) [1971-1 
C.B. 552], which added section 818 
(g) to the Internal Revenue Code of 
1954, and the Act of June 30, 1976 
(Public Law 94-331, 90 Stat. 781) 
[1976-2 C.B. 528] which added sec- 
tion 815(d) (6). 

Section 818/g) provides that life 
insurance companies filing consoli- 
dated tax returns must compute the 
amount of their investment yield 
which is taxable to them as if they 
were filing separate returns and thus 
they can not eliminate intercorporate 
dividends. This provision follows the 
decision of the Court of Appeals for 
the Fourth Circuit in Jefferson Stand- 
ard Life Insurance Co. v. United 
States, 408 F. 2d 842 (4th Cir. 1969), 
and applies to taxable years begin- 
ning after December 31, 1957. 

Section 815(d)(6) provides that 
inadvertent distributions from the 
policyholders’ surplus account made 
during the last month of a taxable 
year are not to be included in the 
income of a Life Insurance Company. 
That section only applies, however, if 
the amounts so distributed are re- 
turned to the company no later than 
the time prescribed by law (including 
extensions thereof) , for filing the com- 
pany’s return for the taxable year in 
which the distribution was made. 


In order to conform the Income 
Tax Regulations (26 CFR Part 1) to 
sections 818(g) and 815(d) (6) of the 
Code (as added by the Act of January 
12, 1971; Public Law 91-688, 84 Stat. 
2072, and by the Act of June 30, 1976; 
Public Law 94-331, 90 Stat. 781), re- 
lating to the taxation of life insurance 
companies, the following regulations 
are adopted. 

The principal draftsperson of this 
regulation was David Jacobson of the 
Legislation and Regulations Division 
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Section 815 


of the Office of Chief Counsel, Inter- 
nal Revenue Service. However, per- 
sonnel from other offices of the Inter- 
nal Revenue Service and Treasury 
Department participated in develop- 
ing the regulation, both on matters of 
substance and style. Mr. Jacobson 
may be contacted at 202-566-3923 or 
by mail at 1111 Constitution Avenue, 
N.W., Washington, D.C. 20224. At- 
tention: CC:LR:T. 


Paragraph 1. Section 1.815 is 
amended by adding a new section 
815(d) (6) and revising the historical 
note. The added and revised provi- 
sions are to read as follows: 


§ 1.815 Statutory provisions; life insur- 
ance companies; distributions to share- 
holders. 

Sec. 815. Distributions to shareholders.— 


* * * * * 


(d) Special rules—* * * 

(6) Restoration of amounts distributed 
out of policyholders, surplus account.—Not- 
withstanding any other provision of this 
subchapter, no amount shall be subtracted 
from a taxpayer’s policyholders’ surplus 
account with respect to a distribution 
made during the last month of the taxable 
year which, without regard to this para- 
graph, would be treated in whole or in part 
as a distribution of the policyholders’ sur- 
plus account, to the extent that amounts 
so distributed are returned to the taxpayer 
no later than the time prescribed by law 
(incluaing extension thereof) for filing the 
taxpayer’s return for the taxable year in 
which the distribution was made. For pur- 
poses of this paragraph, amounts returned 
to a taxpayer with respect to a distribution 
shali be first applied to the return of 
amounts which, without regard to this 
paragraph, would have been treated as dis- 
tributed out of the policyholders’ surplus 
account. This paragraph shall not apply if, 
at the time such distribution was made, the 
taxpayer intended to avail itself of the pro- 
visions of this paragraph by having its 
shareholders return all or part of such dis- 
tribution. Nothing in this paragraph shall 
affect the tax treatment of the receipt of 
the distribution by any shareholder, and the 
basis to a shareholder of his stock in the 
taxpayer shall not be increased by reason 
of amounts returned under this paragraph 
to the extent that a dividends received 
deduction or exclusion was allowable in 
respect of the distribution of such amount 
under any provision of this title. 


* * * * * 


[Sec. 815 as added by sec. 2, Life Insur- 
ance Company Income Tax Act of 1959 
(73 Stat. 129); amended by sec. 3, Act of 
October 10, 1962 (Pub. L. 87-790, 76 


Stat. 808) [1962-3 C.B. 88]; sec. 3(b), Act 
of October 23, 1962 (Pub. L. 87-858, 76 
Stat. 1136) [1962-3 C.B. 206]; secs. 2, 3, 
and 4, Act of September 2, 1964 (Public 
Law 88-571, 78 Stat. 857) [1964-2 C.B. 
649]; sec. 4, Act of December 27, 1967 
(Public Law 90-225, 81 Stat. 733) [1968-1 
C.B. 640]; sec. 907(b), Tax Reform Act, 
1969 (83 Stat. 715) [Pub. L. 91-172, 
1969-3 C.B. 10]; sec. 1, Act of June 30, 
1976 (Public Law 94-331, 90 Stat. 781)] 


Par. 2. Section 1.818 is amended by 
adding a new section 818(g) and by 
revising the historical note. The added 
and revised provisions read as follows: 


§ 1.818 Statutory provisions; life in- 
surance companies; accounting 
provisions. 


Sec. 818. Accounting provisions. 
* * # ¥ * 


(g) Computation on consolidated re- 

turns of policyholders’ share of investment 
yield. For purposes of this part, in the case 
of a life insurance company filing or re- 
quired to file a consolidated return under 
section 1501 for a taxable year, the com- 
putations of the policyholders’ share of in- 
vestment yield under subparts B and C 
(including all determinations and compu- 
tations incident thereto) shall be made as 
if such company were not filing a consoli- 
dated return. 
[Sec. 818 as added by sec. 2, Life Insur- 
ance Company Tax Act 1955 (70 Stat. 46) 
[Pub. L. 429, 1956-1 C.B. 858]; amended 
by sec. 2, Life Insurance Company Income 
Tax Act 1959 (73 Stat. 133) [Pub. L. 86- 
69, 1959-2 C.B. 654]; sec. 1, Act of Janu- 
ary 12, 1971 (Public Law 91-688, 84 Stat. 
2072)] 


Par. 3. Section 1.818-1 is amended 
by deleting “1.818-7” and inserting in 
lieu thereof “1.818-8”. 

Par. 4. A new § 1.818-8 is added 
immediately following § 1.818-7. This 
new section reads as follows: 


§ 1.818-8 Special rules relating to 
consolidated returns and certain 
capital losses. 

Section 818(g) provides that, in the 
case of a life insurance company filing 
or required to file a consolidated re- 
turn under section 1501 for a taxable 
year, the computations of the policy- 
holders’ share of investment yield un- 
der subparts B and C, part I, subchap- 
L, chapter 1 of the Code (including 
all determinations and computations 
incident thereto) shall be made as if 


such company were not filing a con- 
solidated return. Thus, for example, 
if X and Y are life insurance com- 
panies which are entitled to file a 
consolidated return for 1975 and X 
has paid dividends to Y during such 
taxable year, Y must include such 
dividends in the computation of gross 
investment income under section 804 
(b). For other rules relating to the 
filing of consolidated returns, see sec- 
tions 1501 through 1504 and the regu- 
lations thereunder. 

Because this Treasury decision in 
essence only codifies statutory material, 
it is found unnecessary to issue this 
Treasury decision with notice and 
public procedure thereunder under 
5 U.S.C. 553(b) or subject to the ef- 
fective date of limitations of 5 U.S.C. 
553(d). 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved February 18, 1977. 


Henry C. Stock Lt, Jr., 
Acting General Counsel. 


(Filed by the Office of the Federal Regis- 
ter on February 28, 1977, 3:42 pm, 
and published in the issue of the Federal 
Register for March 3, 1977, 42 F.R. 
12180) 





Subpart E.—Miscellaneous Provisions 





Section 818.—Accounting 
Provisions 


26 CFR 1.818: Statutory provisions; life 
insurance companies; accounting provi- 
sions. 


Computation of policyholders’ share of 
investment yield on consolidated tax re- 
turns of life insurance companies. See T.D. 
7469, page 193. 


26 CFR 1.818-2: Accounting provisions. 


Whether the redemption of matured cou- 
pons under the type of coupon life insur- 























Oon- 
ole, 
m- 


ich 
ich 
Oss 
04 
the 
eC- 
yu- 


:,.lUS 
Ne ’ 


oY bees 














ance policy described is treated as an ac 
crued benefit under the policy, rather than 
a return premium, that is to be taken as a 
deduction under section 809(d)(1). See 
Rev. Rul. 77-39, page 191. 





Section 819.—Foreign Life 
Insurance Companies 


26 CFR 1.819-2: Foreign life insurance 
companies. 
(Also Sections 806, 810; 1.806-4, 1.810-3.) 
Foreign life insurance company; 
determination of “total insurance 
liabilities.” For purposes of section 
819 of the Code, “total insurance 
liabilities” of a foreign life insur- 
ance company doing business in 
the U.S. that has changed its basis 
for computing reserves held for cer- 
tain of its group and individual an- 
nuity contracts are determined 
without regard to the provisions of 
sections 806(b) and 810(d)(1). 


Rev. Rul. 77-138 


A foreign life insurance company 
carrying on a life insurance business 
in the United States changed the basis 
of computing the reserves under sec- 
tions 806(b) and 810(d)(1) of the 
Internal Revenue Code of 1954 held 
for certain of its group and individual 
annuity contracts during the taxable 
year 1976. 

Held, for purposes of section 819 (a) 
of the Code, which provides a special 
rule where the surplus of a foreign life 
insurance company that is held in the 
United States is less than the minimum 
figure (an amount that the average 
domestic life insurance company would 
have maintained with respect to its 
total insurance liabilities), “total in- 
surance liabilities” are to be computed 
by the foreign life insurance company 
without regard to the provisions of 
sections 806(b) and 810(d)(1) for 
Federal income tax purposes. Section 
806(b) is applicable for purposes of 
subpart B, part I, of subchapter L (re- 
lating to the determination of taxable 
investment income), and section 810 
(d)(1) is applicable for purposes of 
subpart C, part I, of subchapter L 


(relating to the determination of gain 
or loss from operations). Neither sec- 
tion 806(b) nor section 810(d) (1) is 
applicable in determining the amount, 
as of the end of the taxable year, of 
the items included in total reserves 
(defined in section 801(c)) or the 
items referred to in paragraphs (3), 
(4), and (5) of section 810(c). See 
section 1.819-2(b) (2) (iii) of the In- 
come Tax Regulations for the com- 
putation of “total insurance liabili- 
ties.” 


26 CFR 1.819-2: Foreign life insurance 
companies. 


Percentage to be used in computing 
income tax for taxable year 1976 and esti- 
mated tax taxable year 1977. Proclama- 
tion, page 533. 





Subchapter M.—Regulated Investment 
Companies and Real Estate Investment Trusts 
Part 1.—Regulated Investment Companies 





Section 851.—Definition of 
Regulated Investment Company 


26 CFR 1.851-1: Definition of regulated 
investment company. 
(Also Section 856; 1.856-1.) 


Regulated investment compa- 
nies; investment in certificates of 
deposit. Certificates of deposit held 
by a regulated investment com- 
pany or a real estate investment 
trust as short term investments 
are “cash items” for purposes of 
sections 851 and 856 of the Code. 


Rev. Rul. 77-199 


The Internal Revenue Service has 
been asked whether “certificates of 
deposit” that are held by a regulated 
investment company or a real estate 
investment trust as short term invest- 
ments are “cash items” or “securities” 
for purposes of sections 851 and 856 
of the Internal Revenue Code of 1954. 

Sections 851 and 856 of the Code 
prescribe certain requirements that an 
entity must meet to qualify as a regu- 
lated investment company or as a real 
estate investment trust. These require- 
ments specify the percentage of gross 


Section 851 


income that must be derived from cer- 
tain designated sources, including 
gains from the sale or other disposi- 
tion of stock or “securities,” ard the 
amount of income that can be derived 
from the sale or other disposition of 
stock or “securities” in order to qual- 
ify. In addition, a certain percentage 
of the value of the assets of an entity 
must be represented by “cash and 
cash items” (including receivables) , 
Government securities, shares in other 
real estate investment trusts, securities 
in other regulated investment com- 
panies, and a certain percentage of 
other securities subject to certain ex- 
ceptions and limitations. 

Therefore, in order to determine 
whether an entity qualifies as a regu- 
lated investment company or as a real 
estate investment trust for Federal in- 
come tax purposes, it is necessary to 
know whether certificates of deposit 
are securities or whether they are cash 
items. 

Generally, a certificate of deposit 
is a type of time deposit. It is a written 
acknowledgment by the issuer to pay 
to the holder at a fixed maturity date 
in the future the sum of money on 
deposit together with stated interest 
thereon. Even though not required to 
do so under the terms of the contract, 
the issuer of the certificate of deposit 
may permit the holder to withdraw the 
amount of money on deposit prior to 
the maturity date, upon the giving of 
advance notice (if required under the 
contract) ; but in such an event, a sub- 
stantial penalty and forfeiture of part 
of the interest earned is required. 

The certificates of deposit held by 
regulated investment companies and 
real estate investment trusts as short 
term investments are issued in large 
denominations and mature in one year 
or less from the date of their issuance. 
Because there is a ready secondary 
market for such certificates, a holder 
can avoid the penalty and loss of in- 
terest required for early withdrawal by 
selling to a third party. 

The terms “certificate of deposit” 
and “cash items” are not specifically 
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defined in sections 851 and 856 of the 
Code. Sections 851(c) (5) and 856(c) 
(6)(D) provide that all items, not 
otherwise defined in sections 851 and 
856, shall have the same meaning as 
when used in the Investment Com- 
pany Act of 1940 (Act), as amended. 
Although the foregoing terms are not 
defined in the Act, the United States 
District Court in Securities and Ex- 
change Commission v. Fifth Avenue 
Coach Lines, Inc., 289 F. Supp. 3 
(S.D.N.Y. 1968), aff'd on other 
grounds, 435 F.2d 510 (2d Cir. 1970), 
relied on section 210.6-03(1) of Regu- 
lation S-X, 17 CFR Part 210, to 
conclude that certificates of deposit 
are cash items for purposes of section 
80a-3(a)(3) of the Act, 15 U.S.C. 
section 80a-3(a) (3) (1970), since the 
court viewed such instruments as 
merely a type of time deposit. 
Accordingly, certificates of deposit 
held by a regulated investment com- 
pany or a real estate investment trust 
are cash items for purposes of sections 


851 and 856 of the Code. 





Part Il.—Real Estate Investment Trusts 





Section 856.—Definition of Real 
Estate Investment Trust 


26 CFR 1.856-1: Definition of real estate 
investment trust. 


Whether “certificates of deposit” that 
are held by a regulated investment com- 
pany or a real estate investment trust as 
short term investments are “cash items” 
or “securities” for purposes of sections 851 
and 856 of the Code. See Rev. Rul. 77- 
199, page 195. 


26 CFR 1.856-2: Limitations. 


Real estate investment trust; 
“repurchase agreements”. A dis- 
cussion sets forth the treatment by 
a real estate investment trust of in- 
vestments in short-term “repur- 
chase agreements,” under which 
the trust “purchases” U.S. Treas- 
ury obligations or other negotiable 
obligations from a bank agreeing to 
“resell” them to the bank on a fixed 
date at the “purchase price” plus 
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the current rate of interest for such 
obligations, while assuming no 
benefits and risking no losses from 
changes in the market value or in- 
terest rate of the obligations. 


Rev. Rul. 77-59 


Advice has been requested concern- 
ing “repurchase agreement” transac- 
tions entered into by a real estate in- 
vestment trust with a bank. 


An unincorporated trust, otherwise 
qualifying as a real estate investment 
trust under section 856 of the Internal 
Revenue Code of 1954, occasionally 
invests in short-term non-real estate 
investments pending its need for cash 
in connection with its real estate and 
mortgage investments. These short- 
term investments include transactions 
called “repurchase agreements” which 
are generally structured as follows: 
The trust, desiring to invest money for 
a specified period of time (generally 
overnight or for not more than several 
days) at a specified rate of interest, 
“purchases” from a bank a stated face 
amount of United States Treasury ob- 
ligations (or, upon occasion, negotiable 
certificates of deposit, banker’s accept- 
ances, or commercial paper) of a spe- 
cific description. Simultaneously, the 
trust agrees to “resell” the obligations 
to the bank on a fixed date at the 
“purchase price” plus- an agreed 
amount of interest, the current rate for 
such obligations. 


The transactions are typically evi- 
denced by a confirmation ticket or a 
set of simultaneously issued confirma- 
tion tickets (one confirming the bank’s 
“sale” and the other confirming the 
bank’s “repurchase”). Although the 
transaction is termed a “sale” and “re- 
purchase” and the confirmation tickets 
are generally termed “repurchase 
agreement,” possession of the obliga- 
tions that are the subject of the “re- 
purchase agreement” is not normally 
transferred to the trust and no formal 
written agreement of sale and repur- 
chase is executed. No specific security 
is credited to the trust’s account on the 


bank’s books and the United States 
Treasury obligations are not marked 
in any manner to indicate that they 
are owned by anyone other than the 
bank. The trust neither benefits nor 
suffers from any change in either the 
market value of the United States 
Treasury obligations or the rate of in- 
terest paid in respect of loans secured 
by such obligations. The trust receives 
interest at the rate specified in the 
confirmation tickets. 

Rev. Rul. 74-27, 1974-1 C.B. 24, 
concludes that “purchase and resale” 
agreement transactions entered into by 
a bank with certain of its customers 
are loans of money by the bank upon 
collateral security and such agreements 
are not purchases by the bank of secu- 
rities for investment. 

Accordingly, the repurchase agree- 
meni transactions entered into by the 
trust are loans to the bank secured by 
the United States Treasury obligations 
(or other forms of collateral). Further, 
the agreed amount of interest received 
by the trust from the bank qualifies as 
interest for purposes of section 856(c) 
(2) (B) of the Code, which requires 
that at least 90 percent (95 percent 
for taxable years beginning after De- 
cember 31, 1979) of the trust’s gross 
income be derived from specified 
sources, including interest. 

Section 856(c) (5) (A) of the Code 
requires that at the close of each quar- 
ter of the taxable year at least 75 per- 
cent of the value of the total assets of 
the real estate investment trust be rep- 
resented by real estate assets, cash and 
cash items (including receivables) , 
and Government securities. 

In the instant case, since the repur- 
chase agreements are loans, they are 
assets of the trust. The assets are not 
the United States Treasury obligations 
that secure the loans; rather, the as- 
sets are the bank’s obligations to repay 
the funds to the trust. The repurchase 
agreements are not cash or cash items. 
See Rev. Rul. 72-171, 1972-1 C.B. 208. 
Nor are they receivables. See section 
1.856-2(d) (1) (iii) of the Income Tax 
Regulations. 
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Accordingly, the repurchase agree- 
ments do not qualify as an asset de- 
scribed in section 856(c)(5)(A) of 
the Code for purposes of the 75 per- 
cent asset test. 

In addition, the trust, in entering 
into the repurchase agreement trans- 
actions, is not considered to be holding 
property primarily for sale to custom- 
ers in the ordinary course of its trade 
or business within the meaning of sec- 
tion 856(a) (4) of the Code, as in 
effect prior to the enactment of the 
Tax Reform Act of 1976, section 1603 
(a), Pub. L. No. 94-455, 94th Cong., 
2d Sess. (October 4, 1976). See Rev. 
Rul. 75-141, 1975-1 C.B. 195, and 
Rev. Rul. 76-356, 1976-2 C.B. 213. 

Also, the repurchase agreement 
transactions are not “prohibited trans- 
actions” within the meaning of section 
857(b) (6) of the Code. 


26 CFR 1.856-4: Rents from real property. 


Real estate investment trust; 
management company; independ- 
ent contractor. A management cor- 
poration, the sole stockholder of 
which is both a trustee owning less 
than 10 percent of the shares of 
beneficial interest in a real estate 
investment trust and a salaried em- 
ployee of the trust, is not precluded 
by the relationship of its sole stock- 
holder to the trust from qualifying 
as an independent contractor man- 
aging the trust’s property. 


Rev. Rul. 77-23 


Advice has been requested whether 
a corporation, the stock of which is 
owned by a trustee of a real estate in- 
vestment trust, can serve as an inde- 
pendent contractor to manage the 
trust’s property as required by section 
856(d) of the Internal Revenue Code 
of 1954. 

A, an individual, is a trustee of a 
real estate investment trust and is also 
employed by the trust as the salaried 
administrator of the trust. As admin- 
istrator, A is responsible for adminis- 


trative functions, such as maintaining 
the books and records of the trust, 
handling correspondence for the trust, 
and preparing routine reports and 
annual statements of the trust. A owns, 
directly or indirectly, less than 10 per- 
cent of the shares of beneficial interest 
in the trust, and no trustee is related 
to A. 


The trust owns several properties 
that are managed by X, an independ- 
ent contractor, which is paid reason- 
able fees for its management services. 
All the stock of X is owned by A, who 
is a director of X. A is not employed 
by X, performs no services for X other 
than as a director, and receives no re- 
muneration from X. No other indi- 
vidual or entity is related to both the 
trust and X. X’s only direct relation- 
ship with the trust is in its capacity as 
an independent contractor to the trust. 
X does not own any shares of bene- 
ficial interest in the trust. 


Section 1.856-4(b) (3) (i) (b) of the 
Income Tax Regulations provides, in 
part, that, under section 856(d) of the 
Code, the trust, through its trustees or 
its own employees, may not directly 
furnish or render any services to the 
tenants of its property and may not 
directly manage or operate the prop- 
erty. 


Rev. Rul. 75-136, 1975-1 C.B. 195, 
states that it is the relationship of the 
entity or individual (such as an em- 
ployee or trustee) to the trust itself 
that precludes the entity from qualify- 
ing as an independent contractor for 
the management of the property. A 
relationship between the entity or in- 
dividual and the trustee, employee, or 
investment adviser of the trust would 
not in itself disqualify the entity, as- 
suming the other requirements for 
qualification as an independent con- 
tractor are met. 


In the instant case, X is not directly 
related to the trust, although it is di- 
rectly related to A, who is a trustee and 
an employee of the trust. The fact that 
X is directly related to A does not pre- 
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clude X from qualifying as an inde- 
pendent contractor for the manage- 
ment of the trust’s property. 
Accordingly, in the instant case, X 
qualifies as an independent contractor 
to manage the trust’s property as re- 
quired by section 856(d) of the Code. 





Subchapter N.—Tax Based on Income From 
Sources Within or Without the United States 
Part 1.—Determination of Sources of Income 





Section 861.—Income From 
Sources Within the United States 


26 CFR 1.861-1: Income from sources 
within the United States. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. vy-2Ui, ssev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements set 
forth in the revoked Revenue Rulings. See 
Rev. Rul. 77-178, page 43. 


26 CFR 1.861-2: Interest. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 


26 CFR 1.861-3: Dividends. 
T.D. 7472 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Rules for source of income of certain 
dividends from a DISC or former 
DISC 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the In- 
ternal Revenue Service and 
Others Concerned: 
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Preamble 


On September 16, 1976, notice of 
proposed rule making with respect to 
the amendments of the Income Tax 
Regulations (26 CFR Part 1) under 
section 861(a) (2) (D) of the Internal 
Revenue Code of 1954 to conform the 
regulations to changes made by sec- 
tion 503 of the Revenue Act of 1971 
(85 Stat. 550) [Pub. L. 92-178, 1972-1 
C.B. 443] was published in the Fed- 
eral Register (41 F.R. 39761). Section 
503 of the Act, which amends section 
861(a) (2) by adding a new subpara- 
graph (D) to provide in effect that 
certain dividends from a DISC or 
former DISC are treated as gross 
income from sources within the United 
States except to the extend attribut- 
able to qualified export receipts, is 
effective generally for taxable years 
ending after December 31, 1971. 


The Treasury decision does not re- 
flect changes made by sections 1063, 
1065, and 1101 of the Tax Reform 
Act of 1976 (Pub. L. 94-455) [1976-3 
C.B. (Vol. 1) 126, 129, 131], which 
added, in general for taxable years 
beginning after December 31, 1975, 
section 995(b) (1)(D), (E), (F) (ii), 
and (F) (iii) to the Internal Revenue 
Code of 1954 to provide additional 
deemed distributions made by a DISC 
taxable as dividends. It is contem- 
plated that a notice of proposed rule 
making to provide rules for source of 
income of these dividends from a 
DISC will be forthcoming. 


Drafting information 


The principal draftsperson of this 
regulation was Anthony Bonanno of 
the Legislation and Regulations Divi- 
sion of the Office of Chief Counsel, 
Internal Revenue Service. However, 
personnel from other offices of the In- 
ternal Revenue Service and Treasury 
Department participated in develop- 
ing the regulation, both on matters of 
substance and style. Mr. Bonanno may 
be contacted at 202-566-3829 or at 
1111 Constitution Avenue, N.W., 
Washington, D.C. 20224. 
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Adoption of amendments to the 
regulations 

After consideration of all such rele- 
vant matter as was presented by in- 
terested persons regarding the rules 
proposed, the amendments of the reg- 
ulations as proposed are hereby 
adopted. 

In order to conform the Income 
Tax Regulations (26 CFR Part 1) to 
the amendements made to the Inter- 
nal Revenue Code of 1954 by section 
503 of the Revenue Act of 1971 (85 
Stat. 550), § 1.861-3 is amended by 
revising paragraph (a) (1), by adding 
a sentence to the end of paragraph 
(a) (2), by adding a new paragraph 
(a)(5), and by revising the first 
sentence of paragraph (d). These 
revised and added provisions read as 
follows : 


§ 1.861-3 Dividends. 

(a) General—(1) Dividends in- 
cluded in gross income. Gross income 
from sources within the United States 
includes a dividend described in sub- 
paragraph (2), (3), (4), or (5) of 
this paragraph. For purposes of sub- 
paragraphs (2), (3), and (4) of this 
paragraph, the term “dividend” shall 
have the same meaning as set forth in 
section 316 and the regulations there- 
under. See subparagraph (5) of this 
paragraph for special rules with re- 
spect to certain dividends from a 
DISC or former DISC. 

(2) Dividend from a _ domestic 
corporation. *** See subparagraph 
(5) of this paragraph for the treat- 
ment of certain dividends from a 
DISC or former DISC. 


* * * * * 


(5) Certain dividends from a DISC 
or former DISC—(i) General rule. A 
dividend described in this subpara- 
graph is a dividend from a corporation 
that is a DISC or former DISC (as de- 
fined in section 992(a)) other than a 
dividend that— 


(a) Is deemed paid by a DISC 
under section 995(b)(1)(D) and 
§ 1.995-2(a) (4) (relating to a deemed 


distribution of a certain amount of 
taxable income in qualified years) to 
the extend provided in subdivision 
(iii) of this subparagraph or 

(b) Reduces under § 1.996-3(b) (3) 
accumulated DISC income (as defined 
in subdivision (ii)(b) of this sub- 
paragraph) to the extent provided in 
subdivision (iv) of this subparagraph. 


Thus, a dividend deemed paid under 
section 995(b)(1)(A), (B), or (C) 
(relating to certain deemed distribu- 
tions in qualified years) will be treated 
in full as gross income from sources 
within the United States. To the ex- 
tent that a dividend from a DISC or 
former DISC is paid out of other earn- 
ings and profits (as defined in § 1.996- 
3(d)), subparagraph (2) of this 
paragraph shall apply. To the extent 
that a dividend from a DISC or 
former DISC is paid out of previously 
taxed income (as defined in § 1.996-3 
(c)), see section 996 (a) (3) (relat- 
ing to the exclusion from gross income 
of amounts distributed out of previ- 
ously taxed income). In determining 
the source of income of certain divi- 
dents from a DISC or former DISC, 
the source of income from any trans- 
action which gives rise to gross receipts 
(as defined in § 1.993-6) , in the hands 
of the DISC or former DISC, is im- 
material. 

(ii) Definitions. For purposes of 
this subparagraph, the term— 

(a) “Dividend from” means any 
amount actually distributed which is 
a dividend within the meaning of sec- 
tion 316 (including distributions to 
meet qualification requirements under 
section 992(c)) and any amount 
treated as a distribution taxable as a 
dividend pursuant to section 995(b) 
(relating to deemed distributions in 
qualified years or upon disqualifica- 
tion) or included in gross income as a 
dividend pursuant to section 995(c) 
(relating to gain on certain disposi- 
tions of stock in a DISC or former 
DISC), and 


(b) “Accumulated DISC income” 
means the amount of accumulated 
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DISC income as of the close of the 
taxable year immediately preceding 
the taxable year in which the dividend 
was made increased by the amount 
of DISC income for the taxable year 
in which the dividend was made (as 
determined under § 1.996-3(b) (2)). 


For purposes of subdivisions (i) (b) 
and (iv) of this subparagraph, if by 
reason of section 995(c), gain is in- 
cluded in the shareholder’s gross in- 
come as a dividend, accumulated 
DISC income shall be treated as if it 
were reduced under § 1.996-3(b) (3). 
(iii) Determination of source of in- 
come for deemed distributions under 
section 995(b)(1)(D). (a) If for its 
taxable year a DISC has no taxable 
income from any transaction which 
gives rise to gross receipts (as defined 
in § 1.993-6) which are not qualified 
export receipts (as defined in § 1.993- 
1) other than a transaction giving 
rise to gain described in section 995 
(b) (1) (B) or (C), then for such year 
the entire amount treated under sec- 
tion 995(b)(1)(D) as a deemed dis- 
tribution taxable as a dividend will 
be treated as gross income from 
sources without the United States. 


(b) If for its taxable year a DISC 
has taxable income described in (a) 
of this subdivision, then for such year 
the portion of the amount treated 
under section 995(b)(1)(D) as a 
deemed distribution taxable as a 
dividend that will be treated as in- 
come from sources within the United 
States is equal to 50 percent of such 
taxable income. The remainder of 
such dividend will be treated as gross 
income from sources without the 
United States. 


(iv) Determination of source of in- 
come for dividends that reduce ac- 
cumulated DISC income. (a) If no 
portion of the accumulated DISC in- 
come of a DISC or former DISC is 
attributable to taxable income de- 
scribed in subdivision (iii) (a) of this 
subparagraph from any transaction 
during a year for which it is (or is 
treated as) a DISC, then the entire 


amount of any dividend that reduces 
under § 1.996-3(b)(3) accumulated 
DISC income will be treated as in- 
come from sources without the United 
States. 

(b) If any portion of the accumu- 
lated DISC income of a DISC or 
former DISC is attributable to tax- 
able income described in subdivision 
(iii) (a) of this subparagraph from any 
transaction during a year for which it 
is (or is treated as) a DISC, then the 
portion of any dividend during its 
taxable year that reduces under 
§ 1.996-3(b) (3) accumulated DISC 
income that will be treated as income 
from sources within the United States 
shall be equal to the amount of such 
dividend multiplied by a fraction (de- 
termined as of the close of such year) 
the numerator of which is the amount 
of accumulated DISC income attribut- 
able to such taxable income, and the 
denominator of which is the total 
amount of accumulated DISC income. 
The remainder of such dividend will 
be treated as gross income from 
sources without the United States. 

(v) Special rules. For purposes of 
subdivisions (iii) and (iv) of this sub- 
paragraph— 

(a) Taxable income shall be deter- 
mined under §1.992-3(b) (2) (i) (re- 
lating to the computation of deficiency 
distributions) , and 


(b) The portion of any deemed dis- 
tribution taxable as a dividend under 
section 995(b)(1)(D) or amount 
under § 1.996-3(b) (3) (i) through 
(iv) that is treated as gross income 
from sources within the United States 
during the taxable year shall be con- 
sidered to reduce the amount of tax- 
able income described in subdivision 
(iii) (a) of this subparagraph as of 
the close of such year. 

(vi) Illustrations. This subpara- 
graph may be illustrated by the fol- 
lowing examples: 

Example (1). (a) Y is a corporation 
which uses the calendar year as its taxable 
year and which elects to be treated as a 
DISC beginning with 1972. X is its sole 


shareholder. In 1973, Y has $18,000 of 
taxable income from qualified export re- 
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ceipts (none of which are interest and 
gains described in section 995(b)(1) (A), 
(B), and (C)) and $1,000 of taxable in- 
come giving rise to gross receipts which are 
not qualified export receipts. Under these 
facts, X is deemed to have received a dis- 
tribution under section 995(b)(1)(D) of 
$9,500, i.e., $19,000 x %. X is treated 
under subdivision (iii) (6) of this subpara- 
graph as having $500, 7.e., $1,000 x 50 
percent, from sources within the United 
States and $9,000 from sources without the 
United States. 

(b) For 1972, assume that Y had no 
taxable income described in subdivision 
(iii) (a) of this subparagraph. Pursuant to 
subdivision (v)(b) of this subparagraph, 
at the beginning of 1974, $500 of Y’s ac- 
cumulated DISC income is attributable to 
taxable income from transactions which 
gave rise to gross receipts which are not 
qualified export oe (as described in 
subdivision (iii) (a) of this subparagraph), 
i.e., $1,000 — $500. 

Example (2). The facts are the same as 
in example (1) except that in 1973, in 
addition to the taxable income described 
in such example, Y has $450 of taxable 
income from gross interest from producer’s 
loans described in section 995(b) (1) (A). 
Under these facts, the deemed distribution 
of $450 under section 995(b)(1)(A) is 
treated in full under subdivision (i) of 
this subparagraph as gross income from 
sources within the United States. The 
deemed distribution under section 995(b) 
(1)(D) of $9,500 will be treated in the 
same manner as in example (1). 

Example (3). (a) The facts are the 
same as in example (1) except that in 
1973, in addition to the distributions de- 
scribed in such example, Y makes a 
deemed distribution taxable as a dividend 
of $100 under section 995(b)(1)(E) (re- 
lating to foreign investment attributable to 
producer’s loans) and actual distributions 
of all of its previously taxed income and of 
$2,000 taxable as a dividend which reduces 
accumulated DISC income (as defined in 
subdivision (ii)(b) of this subparagraph). 
Under § 1.996-3(b)(3), | accumulated 
DISC income is first reduced by the 
deemed distribution of $100 and then by 
the actual distribution taxable as a divi- 
dend of $2,000. As indicated in example 
(1), for 1972 Y had no taxable income 
described in subdivision (iii)(a) of this 
subparagraph. Assume that Y had accu- 
mulated DISC income of $12,000 at the 
end of 1973, $500 of which under example 
(1) is attributable to taxable income de- 
scribed in subdivision (iii) (a) of this sub- 
paragraph. 

(b) The distribution from previously 
taxed income is excluded from gross in- 
come pursuant to section 996(a) (3). 

(c) Of the deemed distribution of $100, 
X is treated under subdivision (iv) (b) as 
having $4.17, i.e, $100 x 500/12,000. 
from sources within the United States and 
$95.83, i.e., $100 — $4.17, from sources 
without the United States. 

(d) Of the actual distribution taxable 
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as a dividend of $2,000, X is treated under 
subdivision (iv) (6) as having $83.33, i.e., 
$2,000 x 500/12,000, from sources within 
the United States and $1,916.67, i.e., 
$2,000 — $83.33, from sources without 
the United States. 

(e) The sum of the amounts deemed 
and actually distributed as dividends for 
1973 that are treated as gross income from 
sources within the United States is as 
follows: 


Amount of 
dividend 
from sources 
Total within the 
dividend United States 
Deemed distri- 
bution under 
section 995 
(b)(1)(D) ~ $ 9,500.00 
Deemed distri- 
bution under 
section 995 
(b)(1)(E) 
Actual distribu- 
tion that 
reduces accu- 
mulated DISC 
income —---_ 2,000.00 


Totals ____ $11,600.00 


$500.00 


100.00 4.17 


83.33 
$587.50 











Thus, pursuant to subdivision (v)(b) of 
this subparagraph, at the beginning of 
1974 Y has $412.50, i., $1,000 — 
$587.50, of taxable income described in 
subdivision (iii)(a) of this subparagraph. 

(f) The result would be the same if Y 
made an actual distribution taxable as a 
dividend of $1,500 on March 30, 1973, 
and another distribution of $500 on De- 
cember 31, 1973. 


* * * * * 


(d) Effective date. This section ap- 
plies with respect to dividends received 
or accrued after December 31, 1966, 
except that paragraph (a) (5) of this 
section applies to certain dividends 
from a DISC or former DISC in tax- 
able years ending after December 31, 
ara 

This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Dona.p C. ALEXANDER, 
Commissioner. 


Approved February 18, 1977. 


Henry C. StockwELt, Jr., 
Acting General Counsel. 


(Filed by the Office of the Federal Regis- 
ter on March 1, 1977, 4:53 p.m. and 


published in the issue of the Federal 
Register for March 3, 1977, 42 F.R. 
12179) 


26 CFR 1.861-3: Dividends. 


Whether a dividend paid by a domestic 
corporation carrying on business operations 
in Puerto Rico is income from sources 
within Puerto Rico. See Rev. Rul. 77-86, 
page 241. 


26 CFR 1.861-8: Computation of taxable 
income from sources within the United 
States and from other sources and activities. 


T.D. 7456 1 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Allocation and apportionment of de- 
ductions to gross income 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


By a notice of proposed rule making 
appearing in the Federal Register for 
November 8, 1976 (41 F.R. 49160), 
as corrected by a notice appearing in 
the Federal Register for November 15, 
1976 (41 F.R. 50299), amendments 
to the Income Tax Regulations (26 
CFR Part 1) were proposed in order 
to provide rules under section 861 (b) 
of the Internal Revenue Code of 1954 
for allocation and apportionment of 
deductions to gross income to deter- 
mine taxable income from sources 
within and without the United States. 
In addition, certain supplementary 
technical amendments were proposed 
to the regulations under sections 863 
and 905(b) of the Code. 


1 This publication of the Treasury Decision contains 
the full text of the regulations. The individual instruc- 
tions for modifying the notice of proposed rulemaking 
have been omitted. 


Comments were received in response 
to the notice of proposed rule making 
and public hearing was held on De- 
cember 16, 1976. After consideration 
of all relevant matter presented by 
interested persons regarding the pro- 
posed rules, those rules are adopted as 
revised in certain respects by this docu- 
ment. The revisions made are rela- 
tively minor to the scope of the rules 
as a whole and were made primarily 
in an effort to clarify the rules. Some 
of the more important revisions are 
as follows: 

1. For purposes of apportioning on 
a pro rata basis deductions which are 
not definitely related to gross income, 
gross income shall be treated as includ- 
ing exempt, excluded, and eliminated 
items of income. See § 1.861-8(d) (2). 

2. The apportionment of the de- 
duction for interest expenses under 
the asset method on the basis of book 
values has been clarified. See § 1.861- 
8(e) (2) (v). 

3. A special limited rule has been 
added permitting apportionment of 
interest expense on obligations in- 
curred before January 1, 1977 in ac- 
cordance with the rules existing prior 
to this Treasury decision. However, a 
taxpayer making use of such rule may 
not apportion interest expense under 
any optional gross income method 
pursuant to § 1.861-8(e) (2) (vi). See 
§ 1.861-8(e) (2) (vii). 

4. In apportioning research and 
development expenses, account must 
be taken of amounts received on 
equipment leases as if such amounts 
were sales receipts. See § 1.861-8(e) 
(3) (ii) (B). 

5. In apportioning research and 
development expenses, the volume of 
sales of a controlled party taken into 
account may be reduced in certain 
instances where the control is less 
than 100 percent. See § 1.861-8(e) (3) 
(ii) (D). 

6. Apportionment of research and 
development expense on the basis of 
an optional gross income method has 
been clarified with respect to its 
application to affiliated groups filing 
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consolidated returns. See § 1.861-8(e) 
(3) (ili) . 

7. The apportionment of supportive 
expenses and stewardship expenses is 
more sharply delineated. See § 1.861-8 
(e) (4). 

8. The rules for apportioning net 


operating loss deductions are ex- 
panded. See § 1.861-8(e) (8). 


9. In determining effectively con- 
nected taxable income of foreign per- 
sons, provision is made for the ap- 
plication of income tax treaties where 
determinative. See § 1.861-8(f) (1) 
(iv). 

10. New examples (25) and 26 are 
added illustrating allocation and ap- 
portionment of deductions for State 
income taxes. 


Adoption of amendments to the 
regulations 


On November 8, 1976, a notice of 
proposed rule making was published 
in the Federal Register (41 F.R. 
49160) (and corrected by a notice 
appearing in the Federal Register for 
November 15, 1976 (41 F.R. 50299) ) 
with respect to amending the Income 
Tax Regulations (26 CFR Part 1) 
under section 861(b) of the Internal 
Revenue Code of 1954 to provide rules 
for allocation and apportionment of 
deductions to gross income to deter- 
mine taxable income from sources 
within and without the United States. 
In addition, certain supplementary 
technical amendments were proposed 
to the regulations under sections 863 
and 905(b) of the Code. After con- 
sideration of all relevant matter pre- 
sented by interested persons regarding 
the proposed rules, such regulations 
are hereby amended as set forth in 
such notice of proposed rule making 
(as corrected), exempt that the fol- 
lowing paragraphs of § 1.861-8 are re- 
vised or added to read as set forth 
below: 

1. Paragraph (a) (2) and (4) is 
revised. 

2. Paragraph (b) (3) is revised. 

3. Paragraph (c) (1) is revised. 


4. Paragraph (d) (1) and (2) is 
revised. 

5. Paragraph (e) (2) (i), (iv) 
(A) (3) and the flush language fol- 
lowing (5), (v), that portion of (vi) 
which precedes (A) thereof, and (vi) 
(B) is revised. 

6. A new subdivision (vii) is added 
after paragraph (e) (2)° (vi) and pres- 
ent subdivision (vii) of paragraph 
(e) (2) is redesignated as subdivision 
(viii) . 

7. Paragraph (e) (3) (i) (B), (ii) 
(B) and (D), that portion of (iii) 
which precedes (A) thereof, and (iii) 
(B) is revised. 

8. A new subdivision (iv) is added 
at the end of paragraph (e) (3). 

9. Paragraph (e) (4) is revised. 

10. Paragraph (e) (6) is revised. 

11. Paragraph (e) (8) is revised. 

12. Paragraph (f) (1) (i) and 
(iv) is revised. 

13. Paragraph (f) (1) (vi) (E) is 
revised. 

14. Paragraph (g) example (1) (i) 
and (iii), example (2) (i) and (iii), 
example 5 (i) and (iii), example (6) 
(i), example (8) (i), example (9) 
(i), example (18), example (19), 
example (20) (i), and example (21) 
(i) are revised and new examples 
(25) and (26) are added after ex- 
ample (24). 


Paragraph 1. Section 1.861-8 is 
amended to read as follows: 


§ 1.861-8 Computation of taxable in- 
come from sources within the 
United States and from other 
sources and activities. 


(a) In general—(1) Scope. Sections 
861(b) and 863(a) state in general 
terms how to determine taxable in- 
come of a taxpayer from sources 
within the United States after gross 
income from sources within the United 
States has been determined. Sections 
862(b) and 863(a) state in general 
terms how to determine taxable in- 
come of a taxpayer from sources 
without the United States after gross 
income from sources without the 
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United States has been determined. 
This section provides specific guidance 
for applying the cited Code sections 
by prescribing rules for the allocation 
and apportionment of expenses, losses, 
and other deductions (referred to col- 
lectively in this section as “deduc- 
tions”) of the taxpayer. The rules 
contained in this section apply in 
determining taxable income of the 
taxpayer from specific sources and 
activities under other sections of the 
Code, referred to in this section as 
operative sections. See paragraph (f) 
(1) of this section for a list and de- 
scription of operative sections. The 
operative sections include, among 
others, sections 871(b) and 882 (relat- 
ing to taxable income of a nonresident 
alien individual or a foreign corpora- 
tion which is effectively connected with 
the conduct of a trade or business in 
the United States) , section 904(a) (1) 
(as in effect before enactment of the 
Tax Reform Act of 1976, relating to 
taxable income from sources within 
specific foreign countries) , and section 
904(a) (2) (as in effect before enact- 
ment of the Tax Reform Act of 1976, 
or section 904(a) after such enact- 
ment, relating to taxable income from 
all sources without the United States) . 

(2) Allocation and apportionment 
of deductions in general. A taxpayer 
to which this section applies is re- 
quired to allocate deductions to a 
class of gross income and, then, if 
necessary to make the determination 
required by the operative section of 
the Code, to apportion deductions 
within the class of gross income be- 
tween the statutory grouping of gross 
income (or among the statutory group- 
ings) and the residual group of gross 
income. Except for deductions, if any, 
which are not definitely related to 
gross income (see paragraphs (c) (2) 
and (e) (9) of this section) and which, 
therefore, are ratably apportioned to 
all gross income, all deductions of the 
taxpayer (except the deductions for 
personal exemptions enumerated in 
paragraph (e)(11) of this section) 
must be so allocated and apportioned. 
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As further detailed below, allocations 
and apportionments are made on the 
basis of the factual relationship of de- 
ductions to gross income. If an affili- 
ated group of corporations joins in 
filing a consolidated return under sec- 
tion 1501, the provisions of this sec- 
tion are to be applied separately to 
each member in that affiliated group 
for purposes of determining such mem- 
ber’s taxable income. 

(3) Class of gross income. For pur- 
poses of this section, the gross income 
to which a specific deduction is defi- 
nitely related is referred to as a “class 
of gross income” and may consist of 
one or more items (or subdivisions of 
these items) of gross income enu- 
merated in section 61, namely: 


(i) compensation for services, includ- 
ing fees, commissions, and similar 
items; 

(ii) gross income derived from busi- 
ness ; 

(iii) gains derived from dealings in 
property ; 

(iv) interest; 

(v) rents; 

(vi) royalties; 

(vii) dividends; 

(viii) alimony and separate mainte- 
nance payments ; 

(ix) annuities; 

(x) income from life insurance and 
endowment contracts; 

(xi) pensions; 

(xii) income from discharge of in- 
debtedness ; 

(xiii) distributive share of partnership 
gross income; 

(xiv) income in respect of a decedent; 
(xv) income from an interest in an 
estate or trust. 

(4) Statutory grouping of gross 
income and residual grouping of gross 
income. For purposes of this section, 
the term “statutory grouping of gross 
income” or “statutory grouping” means 
the gross income from a specific source 
or activity which must first be deter- 
mined in or“er to arrive at taxable in- 
come from such specific source or 
activity under an operative section. 


(See paragraph (f)(1) of this sec- 
tion.) Gross income from other sources 
or activities is referred to as the “re- 
sidual grouping of gross income” or 
“residual grouping”. For example, for 
purposes of determining taxable in- 
come from sources within specific 
foreign countries and possessions of the 
United States, in order to apply the 
per-country limitation to the foreign 
tax credit (as in effect before enact- 
ment of the Tax Reform Act of 1976), 
the statutory groupings are the sepa- 
rate gross incomes from sources within 
each country and possession. More- 
over, if the taxpayer has income sub- 
ject to section 904(d) (as in effect 
after enactment of the Tax Reform 
Act of 1976), such income constitutes 
One or more separate statutory group- 
ings. In the case of the per-country 
limitation, the residual grouping is 
the aggregate of gross income from 
sources within the United States. In 
some instances, where the operative 
section so requires, the statutory 
grouping or the residual grouping may 
include, or consist entirely of, excluded 
income. See paragraph (d)(2) of this 
section with respect to the allocation 
and apportionment of deductions to 
excluded income. 


(5) Effective date. The provisions 
of this section shall be applicable to 
taxable years beginning after Decem- 
ber 31, 1976. For taxable years be- 
ginning before January 1, 1977, 
§1.861-8 as in effect on October 23, 
1957 (T.D. 6258) [1957-2 C.B. 368], 
as amended on August 22, 1966 (T.D. 
6892) [1966-2 C.B. 291] and on Sep- 
tember 29, 1975 (T.D. 7378) [1975-2 
C.B. 272], will apply. 


(b) Allocation—(1) In general. 
For purposes of this section, the gross 
income to which a specific deduction 
is definitely related is referred to as a 
“class of gross income” and may con- 
sist of one or more items of gross in- 
come. The rules emphasize the factual 
relationship between the deduction and 
a class of gross income. See paragraph 
(d) (1) of this section which provides 


that in a taxable year there may be no 
item of gross income in a class or less 
gross income than deductions _allo- 
cated to the class, and paragraph 
(d) (2) of this section which provides 
that a class of gross income may in- 
clude excluded income. Allocation is 
accomplished by determining, with 
respect to each deduction, the class of 
gross income to which the deduction 
is definitely related and then allocating 
the deduction to such class of gross 
income (without regard to the taxable 
year in which such gross income is 
received or accrued or is expected to 
be received or accrued). The classes 
of gross income are not predetermined 
but must be determined on the basis 
of the deductions to be allocated. Al- 
though most deductions will be defi- 
nitely related to some class of a tax- 
payer’s total gross income, some deduc- 
tions are related to all gross income. 
In addition, some deductions are 
treated as not definitely related to any 
gross income and are ratably appor- 
tioned to all gross income. (See para- 
graph (e)(9) of this section.) In al- 
locating deductions it is not necessary 
to differentiate between deductions 
related to one item of gross income 
and deductions related to another item 
of gross income where both items of 
gross income are exclusively within the 
same statutory grouping or exclusively 
within the residual grouping. 


(2) Relationship to activity or 
property. A deduction shall be con- 
sidered definitely related to a class of 
gross income and therefore allocable 
to such class if it is incurred as a 
result of, or incident to, an activity or 
in connection with property from 
which such class of gross income is 
derived. Where a deduction is incurred 
as a result of, or incident to, an activ- 
ity or in connection with property, 
which activity or property generates, 
has generated, or could reasonably 
have been expected to generate gross 
income, such deduction shall be con- 
sidered definitely related to such gross 
income as a class whether or not there 
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is any item of gross income in such 
class which is received or accrued dur- 
ing the taxable year and whether or 
not the amount of deductions exceeds 
the amount of the gross income in such 
class. See paragraph (d)(1) of this 
section and example (17) of para- 
graph (g) of this section with respect 
to cases in which there is an excess of 
deductions. In some cases, it will be 
found that this subparagraph can most 
readily be applied by determining, with 
respect to a deduction, the categories 
of gross income to which it is not re- 
lated and concluding that it is defi- 
nitely related to a class consisting of all 
other gross income. 

(3) Supportive functions. Deduc- 
tions which are supportive in nature 
(such as overhead, general and admin- 
istrative, and supervisory expenses) 
may relate to other deductions which 
can more readily be allocated to gross 
income. In such instance, such support- 
ive deductions may be allocated and 
apportioned along with the deductions 
to which they relate. On the other 
hand, it would be equally acceptable 
to attribute supportive deductions on 
some reasonable basis directly to activi- 
ties or property which generate, have 
generated, or could reasonably have 
been expected to generate gross in- 
come. This would ordinarily be ac- 
complished by allocating the support- 
ive expenses to all gross income or to 
another broad class of gross income 
and apportioning the expenses in ac- 
cordance with paragraph (c)(1) of 
this section. For this purpose, reason- 
able departmental overhead rates may 
be utilized. For examples of the appli- 
cation of the principles of this para- 
graph (b)(3) other than to expenses 
attributable to stewardship activities, 
see examples (19) through (21) of 
paragraph (g) of this section. See para- 
graph (e)(4) of this section for the 
allocation and apportionment of de- 
ductions attributable to stewardship 
activities, 

(4) Deductions related to a class of 
gross income. See paragraph (e) of this 


section for rules relating to the allo- 
cation and apportionment of certain 
specific deductions definitely related 
to a class of gross income. See para- 
graph (c) (1) of this section for rules 
relating to the apportionment of 
deductions. 

(5) Deductions related to all gross 
income. If a deduction does not bear 
a definite relationship to a class of 
gross income constituting less than all 
of gross income, it shall ordinarily be 
treated as definitely related and allo- 
cable to all of the taxpayer’s gross in- 
come except where provided to the 
contrary under paragraph (e) of this 
section. Paragraph (e) (9) of this sec- 
tion lists various deductions which 
generally are not definitely related to 
any gross income and are ratably ap- 
portioned to all gross income. 


(c) Apportionment of deductions— 
(1) Deductions definitely related to a 
class of gross income. Where a deduc- 
tion has been allocated in accordance 
with paragraph (b) of this section to 
a class of gross income which is in- 
cluded in one statutory grouping and 
the residual grouping, the deduction 
must be apportioned between the 
statutory grouping and the residual 
grouping. Where a deduction has been 
allocated to a class of gross income 
which is included in more than one 
statutory grouping, such deduction 
must be apportioned among the stat- 
utory groupings and, where necessary, 
the residual grouping. If the class of 
gross income to which a deduction has 
been allocated is included in its en- 
tirety in either a single statutory group- 
ing or the residual grouping, there is 
no need to apportion that deduction. 
If a deduction is not definitely related 
to any gross income, it must be appor- 
tioned ratably as provided in paragraph 
(c)(2) of this section. A deduction is 
apportioned by attributing the deduc- 
tion to gross income (within the class 
to which the deduction has been allo- 
cated) which is in the statutory group- 
ing or in each of the statutory group- 
ings and to gross income (within the 
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class) which is in the residual grouping. 
Such attribution must be accomplished 
in a manner which reflects to a rea- 
sonably close extent the factual rela- 
tionship between the deduction and 
the grouping of gross income. In 
apportioning deductions, it may be that 
for the taxable year there is no gross 
income in the statutory grouping or 
that deductions will exceed the amount 
of gross income in the statutory group- 
ing. See paragraph (d) (1) of this sec- 
tion with respect to cases in which 
there is an excess of deductions. In 
determining the method of apportion- 
ment for a specific deduction, examples 
of bases and factors which should be 
considered include, but are not limited 
to— 

(i) Comparison of units sold at- 
tributable to the statutory grouping 
and attributable to the residual group- 
ing; 

(ii) Comparison of the amount of 
gross sales or receipts; 

(iii) Comparison of costs of goods 
sold; 

(iv) Comparison of profit contribu- 
tion; 

(v) Comparison of expenses incur- 
red, assets used, salaries paid, space 
utilized, and time spent which are 
attributable to the activities or prop- 
erties giving rise to the class of gross 
income; and 

(vi) Comparison of the amount of 
gross income in the statutory grouping 
with the amount in the residual group- 
ing. 


Paragraphs (e)(2) through (e) (8) 
of this section provide the applicable 
rules for allocation and apportionment 
of deductions for interest, research, 
and development expenses, and cer- 
tain other deductions. The effects on 
tax liability of the apportionment of 
deductions and the burden of main- 
taining records not otherwise main- 
tained and making computations not 
otherwise made shall be taken into 
consideration in determining whether 
a method of apportionment and its 
application are sufficiently precise. A 
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method of apportionment described 
in this paragraph (c) (1) of this sec- 
tion may not be used when it does not 
reflect, to a reasonably close extent, 
the factual relationship between the 
deduction and the groupings of in- 
come. The principles set forth above 
are applicable in apportioning both 
deductions definitely related to a class 
which constitutes less than all of the 
taxpayer’s gross income and to de- 
ductions related to all of the taxpayer’s 
gross income. If a deduction is not 
definitely related to any class of gross 
income, it must be apportioned rat- 
ably as provided in paragraph (c) (2) 
of this section. 

(2) Deductions not definitely re- 
lated to any gross income. If a deduc- 
tion is not definitely related to any 
gross income (see paragraph (e) (9) 
of this section) , the deduction must be 
apportioned ratably between the statu- 
tory grouping (or among the statutory 
groupings) of gross income and the 
residual grouping. Thus, the amount 
apportioned to each statutory group- 
ing shall be equal to the same pro- 
portion of the deduction which the 
amount of gross income in the statu- 
tory grouping bears to the total 
amount of gross income. The amount 
apportioned to the residual grouping 
shall be equal to the same proportion 
of the deduction which the amount of 
the gross income in the residual group- 
ing bears to the total amount of gross 
income. 

(d) Excess of deductions and ex- 
cluded and eliminated income—(1) 
Excess of deductions. Each deduction 
which bears a definite relationship to 
a class of gross income shall be al- 
located to that class in accordance 
with paragraph (b)(1) of this sec- 
tion even though, for the taxable year, 
no gross income in such class is re- 
ceived or accrued or the amount of 
the deduction exceeds the amount of 
such class of gross income. In appor- 
tioning deductions, it may be that, 
for the taxable year, there is no gross 
income in the statutory grouping (or 
residual grouping) , or that deductions 
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exceed the amount of gross income in 
the statutory grouping (or residual 
grouping). If there is no gross income 
in a statutory grouping or the amount 
of deductions allocated and appor- 
tioned to a statutory grouping exceeds 
the amount of gross income in the 
statutory grouping, the effects are de- 
termined under the operative section. 
If the taxpayer is a member of a group 
filing a consolidated return, such ex- 
cess of deductions allocated or appor- 
tioned to a statutory grouping of in- 
come of such member is taken into 
account in determining the consoli- 
dated taxable income from such statu- 
tory grouping, and such excess of 
deductions allocated or apportioned 
to the residual grouping of income is 
taken into account in determining the 
consolidated taxable income from the 
residual grouping. See § 1.1502-4(d) 
(1) and the last sentence of § 1.1502- 
12. For an illustration of the principles 
of this paragraph (d) (1), see example 
(17) of paragraph (g) of this section. 

(2) Allocation and apportionment 
to exempt, excluded, or eliminated in- 
come. In allocating or apportioning 
deductions to classes or statutory 
groupings of gross income including 
apportionment pursuant to paragraph 
(c) (2) of this section (deductions not 
definitely related to any class of gross 
income), gross income shall include 
amounts which are otherwise exempt 
or excluded (such as the income of a 
nonresident alien individual or foreign 
corporation which is not effectively 
connected income) or which are other- 
wise eliminated in the computation of 
consolidated taxable income reported 
for the taxable year on a consolidated 
return (but deferred intercompany 
transactions, as defined in § 1.1502-13, 
shall not be included until the year 
they are included in taxable income). 
Hence, a deduction may be allocated 
and apportioned to exempt, excluded, 
or eliminated income. See example 
(24) of paragraph (g) of this section. 
No deduction shall be allowed, under 
this section, for any amount, or part 
thereof, allocable and apportionable 


to a class of exempt, excluded, or 
eliminated income, if such amount is 
not allowed as a deduction under 
another section of the Code. See sec- 
tion 265 and the regulations there- 
under. 

(e) Allocation and apportionment 
of certain deductions—(1) In general. 
Subparagraphs (2) and (3) of this 
paragraph contain rules with respect 
to the allocation and apportionment of 
interest expense and research and de- 
velopment expenditures, respectively. 
Subparagraphs (4) through (8) of 
this paragraph contain rules with re- 
spect to the allocation of certain other 
deductions. Subparagraph (9) of this 
paragraph lists those deductions which 
are ordinarily considered as not being 
definitely related to any class of gross 
income. Subparagraph (10) of this 
paragraph lists special deductions of 
corporations which must be allocated 
and apportioned. Subparagraph (11) 
of this paragraph lists personal exemp- 
tions which are neither allocated nor 
apportioned. Examples of allocation 
and apportionment are contained in 
paragraph (g) of this section. 

(2) Interest—(i) In general. The 
method of allocation and apportion- 
ment for interest set forth in this 
paragraph (e)(2) is based on the 
approach that money is fungible and 
that interest expense is attributable to 
all activities and property regardless 
of any specific purposes for incurring 
an obligation on which interest is paid. 
This approach recognizes that all 
activities and property require funds 
and that management has a great deal 
of flexibility as to the source and use 
of funds. Normally, creditors of a 
taxpayer subject the money advance to 
the taxpayer to the risk of the tax- 
payer’s entire activities and look to 
the general credit of the taxpayer for 
payment of the debt. When money 
is borrowed for a specific purpose, such 
borrowing will generally free other 
funds for other purposes and it is 
reasonable under this approach to 
attribute part of the cost of borrow- 
ing to such other purposes. 
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(ii) Allocation of interest. Except 
as provided in subdivisions (iii) and 
(iv) of this subparagraph, the aggre- 
gate of deductions for interest shall be 
considered related to all income pro- 
ducing activities and properties of the 
taxpayer and, thus, allocable to all the 
gross income which the income pro- 
ducing activities and properties of the 
taxpayer generate, have generated, or 
could reasonably have been expected 
to generate. 

(iii) Certain nonbusiness interest. 
Interest expense deductible under sec- 
tion 163 which is not paid or incurred 
during the taxable year 

(A) In carrying on any trade or 
business, 

(B) For the production or collec- 
tion of income, 

(C) For the management, conser- 
vation, or maintenance of property 
held for the production of income, or 

(D) In connection with the deter- 
mination, collection, or refund of any 
tax 


shall be considered a deduction which 
is not definitely related to any class 
of gross income. For example, interest 
paid or incurred by an individual on 
a mortgage which constitutes part or 
all of the purchase price of his per- 
sonal residence shall normally be con- 
sidered a deduction which is not 
definitely related to any class of gross 
income. 

(iv) Allocation of interest to specific 
property. (A) If the existence of all 
of the facts and circumstances de- 
scribed below is established, the deduc- 
tion for interest shall be considered 
definitely related solely to the class of 
gross income which the specific prop- 
erty generates, has generated, or could 
reasonably have been expected to 
generate. Such facts and circumstances 
are as follows: 

(1) The indebtedness on which the 
interest was paid was specifically in- 
curred for the purpose of purchasing, 
maintaining, or improving the specific 
property ; 

(2) The proceeds of the borrowing 


were actually applied to the specified 
purpose: 

(3) The creditor can look only to 
the specific property (or any lease or 
other interest therein) as security for 
payment of the principal and interest 
of the loan and, thus, cannot look to 
any other property or the borrower 
with respect to payment of the loan; 

(4) It may be reasonably assumed 


that the return (cash flow) on or from - 


the property will be sufficient to ful- 
fill the terms and conditions of the 
loan agreement with respect to the 
amount and timing of payment of 
principal and interest; and 


(5) There are restrictions in the 
loan agreement on the disposal or use 
of the property consistent with the 
assumptions described in (3) and (4) 
of this subdivision (iv) (A). 


A deduction for interest may not be 
considered definitely related solely to 
specific property, even though the 
above facts and circumstances are 
present in form, if any of such facts 
and circumstances are not present in 
substance. Even though the above 
facts and circumstances are present in 
substance as well as in form, a deduc- 
tion for interest will not be considered 
definitely related to specific property 
where the motive for structuring the 
transaction in the manner described 
above was without any economic 
significance. 


(B) Where an interest deduction is 
definitely related solely to specific 
property under (A) of this subdivision 
(iv), such interest deduction and such 
property, or the portion thereof, to 
which such interest deduction relates 
shall not be included in the allocation 
described in subdivision (ii) of this 
paragraph (e) (2). Instead, the inter- 
est deduction shall be allocated solely 
to the gross income derived from the 
specific property and apportioned ac- 
cordingly. Thus, if an apportionment 
is made on the basis of book values and 
it is determined that the deduction for 
certain interest is definitely related to 
$800,000 of book value of certain 
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property which has a total book value 
of $1 million, only the $200,000 bal- 
ance will be included for purposes of 
allocating and apportioning the re- 
maining portion of the interest deduc- 
tion which is related to all other ac- 
tivities and properties. 

(v) Apportionment of interest— 
asset method. Normally, the deduction 
for interest expense relates more closely 
to the amount of capital utilized or 
invested in an activity or property 
than to the gross income generated 
therefrom, and therefore the deduc- 
tion for interest should normally be 
apportioned on the basis of asset 
values. Indebtedness permits the tax- 
payer to acquire or retain different 
kinds of assets which may produce 
substantially different yields of gross 
income in relation to their value. 
Thus, apportionment of an interest 
deduction on such basis as gross in- 
come may not be reasonable. If a tax- 
payer consistently apportions the 
deduction for interest on the basis 
of the tax book value (original cost 
for tax purposes less depreciation al- 
lowed for tax purposes) of its assets, 
that method will ordinarily be ac- 
cepted. Alternatively if a taxpayer can 
apportion the deduction on the basis 
of the fair market value of his assets 
and he can establish the fair market 
value to the satisfaction of the Com- 
missioner, that method will also be 
acceptable. However, once the tax- 
payer uses fair market value the tax- 
payer must continue to use such 
method unless expressly authorized by 
the Commissioner to change his 
method. For purposes of determining 
values of assets under this subdivision 
(v), an average of values (book or 
market) shall be computed for the 
year on the basis of values of assets 
at the beginning and end of the year. 
Where a substantial distortion of 
asset values would result from the use 
of such an averaging basis, an appro- 
priate method satisfactory to the Com- 
missioner shall be used. 

(vi) Apportionment of interest— 
optional gross income methods. If the 
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conditions of either (A) or (B) of this 
subdivision (vi) are met, in lieu of ap- 
portioning the deduction for interest 
expense (allocable under subdivision 
(ii) of this paragraph (e) (2) ) under 
subdivision (v) of this paragraph 
(e) (2), a taxpayer may for any tax- 
able year apportion such deduction, as 
prescribed in this (A) or (B), between 
the statutory grouping (or among the 
statutory groupings) of gross income 
and the residual grouping of gross in- 
couie. However, if any member of an 
affiliated group which files a con- 
solidated return apportions its interest 
expense for a taxable year under this 
subdivision (vi), then all members 
joining that return must use this sub- 
division (vi) for such taxable year. 

(A) Option One. If, when appor- 
tioned ratably on the basis of gross 
income between the statutory group- 
ing (or among the statutory group- 
ings) of gross income and the residual 
grouping of gross income in the same 
proportions that the amount of gross 
income in the statutory groupings (or 
groupings) and the amount of gross 
income in the residual grouping bear, 
respectively, to the total amount of 
gross income, 

(1) The amount of interest expense 
ratably apportioned to the statutory 
grouping (or groupings in the aggre- 
gate) is not less than fifty percent 
(50%) of the amount which would 
have been so apportioned if the tax- 
payer had used the method described 
in subdivision (v) of this paragraph 
(e) (2), and 

(2) The amount of interest expense 
ratably apportioned to the residual 
grouping is not less than fifty percent 
(50%) of the amount which would 
have been so apportioned if the tax- 
payer had used the method described 
in subdivision (v) of this paragraph 


(e) (2), 


then the taxpayer may apportion his 
interest expense ratably on the basis of 
gross income. 

(B) Option Two. If, when the 
amount of interest expense is appor- 





G 


tioned ratably on the basis of gross 
income, either condition (1) or (2) 
of (A) of this subdivision (vi) is not 
met, the taxpayer may either: 

(1) Where condition (1) of (A) of 
this subdivision (vi) is not met, ap- 
portion fifty percent (50%) of the 
amount of interest expense which 
would have been apportioned to the 
statutory grouping (or groupings in 
the aggregate) under subdivision (v) 
of this paragraph (e)(2), to such 
statutory grouping (or to such statutory 
groupings in the aggregate and then 
among such groupings ratably on the 
basis of gross income within each 
grouping), and apportion the balance 
of the amount of interest expense to 
the residual grouping; or 

(2) Where condition (2) of (A) 
of this subdivision (vi) is not met, ap- 
portion fifty percent (50%) of the 
amount of the interest expense which 
would have been apportioned to the 
residual grouping under subdivision 
(v) of this paragraph (e) (2) to such 
residual grouping, and apportion the 
balance of the amount of interest ex- 
pense to the statutory grouping (or to 
the statutory groupings in the aggre- 
gate and then among such groupings 
ratably on the basis of gross income 
within each grouping). 

(vii) Apportionment of interest— 
obligations incurred before January 1, 
1977. At the option of the taxpayer, 
the rules of § 1.861-8 as in effect on 
October 23, 1957 (T.D. 6892) and on 
September 29, 1975 (T.D. 7378) may 
be applied with respect to interest paid 
on obligations incurred before Janu- 
ary 1, 1977. For taxpayers using this 
option, the interest on obligations to 
which this option does not apply will 
be allocated and apportioned under 
the rules of this paragraph (e) (2), 
other than subdivision (vi). For pur- 
poses of this subdivision (vii), obliga- 
tions payable on demand shall be 
deemed to have been incurred on or 
after January 1, 1977. A taxpayer who, 
for any taxable year, apportions his 
interest deduction using either of the 


optional gross income methods of sub- 
division (vi) of this paragraph (e) (2) 
shall not for such taxable year or for 
any taxable year thereafter have the 
option provided in this subdivision 
(vii). 

(viii) Examples. Examples (1) and 
(2) of paragraph (g) of this section 
illustrate the allocation and appor- 
tionment of interest deductions. 

(3) Research and experimental ex- 
penditures—(i) Allocation—(A) In 
general. The methods of allocation and 
apportionment of research and devel- 
opment set forth in this paragraph 
(e) (3) recognize that research and 
development is an inherently specula- 
tive activity, that findings may con- 
tribute unexpected benefits, and that 
the gross income derived from success- 
ful research and development must 
bear the cost of unsuccessful research 
and development. Expenditures for 
research and development which a 
taxpayer deducts under section 174 
shall ordinarily be considered deduc- 
tions which are definitely related to 
all income reasonably connected with 
the relevant broad product category 
(or categories) of the taxpayer and 
therefore allocable to all items of gross 
income as a class (including income 
from sales, royalties, and dividends) 
related to such product category (or 
categories). For purposes of this al- 
location, the product category (or 
categories) which a taxpayer may be 
considered to have shall be limited to 
the following list. Ordinarily a tax- 
payer’s research and development ex- 
penditures may be divided between 
the relevant product categories. Where 
research and development is con- 
ducted with respect to more than one 
product category, the taxpayer may 
aggregate the categories for purposes 
of allocation and apportionment; how- 
ever, the taxpayer may not subdivide 
the categories in this list. Where re- 
search and development is not clearly 
identified with any product category 
(or categories), it will be considered 
conducted with respect to all the tax- 
payer’s product categories. The in- 
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dividual products included within each 
category are enumerated in Executive 
Office of the President, Office of Man- 


SIC Major Groups 
(01, 02, 07, 08, 09) 
(10, 11, 12) 


agement and Budget, Standard In- 
dustrial Classification Manual, 1972 


(or later edition, as available) . 


Nonmanufactured categories 


Agriculture, forestry and fisheries 
Hard mineral mining 


(13) Crude petroleum, and natural gas 

(14) Nonmetallic minerals 

(15, 16, 17) Construction services 

(40, 41, 42, 43, 44, 

45, 46, 47) Transportation services 

(48) Communication 

(49) Electric, gas and sanitary services 

(50, 51) Wholesale trade (not applicable with respect to sales by the 


taxpayer of goods and services from any other of the tax- 
payer’s product categories and not applicable with respect 
to a domestic international sales corporation for which the 
taxpayer is a related supplier of goods and services from 
any other of the taxpayer’s product categories) 


(52, 53, 54, 55, 56, 
57, 58, 59) 


Retail “ee (not applicable with respect to sales by the tax- 


payer of goods and services from any other of the taxpayer’s 
product categories, except Wholesale trade, and not appli- 
cable with respect to a domestic international sales corpora- 
tion for which the taxpayer is a related supplier of goods 
and services from any other of the taxpayer’s product cate- 
gories, except Wholesale trade) 


(60, 61, 62, 63, 64, 
65, 66, 67) 

(70, 72, 73, 75, 76, 
78, 79, 80, 81, 82, 
83, 84, 86, 88, 89) 


SIC Major Groups 


Other services 


Finance, insurance, and real estate 


Manufactured categories 


(20) Food and kindred products 

tn Tobacco manufactures 

(22 Textile mill products 

(23) Apparel and other finished products made from fabrics and 
similar materials 

(24) Lumber and wood products, except furniture 

(25) Furniture and fixtures 

(26) Paper and allied products 

(27) Printing, publishing, and allied industries 

(28) Chemicals and allied products 

(304 Petroleum refining and related industries 

(30 Rubber and miscellaneous plastics products 

(31 Leather and leather products 

(32 Stone, clay, glass and concrete products 

(33) Primary metal industries 

(34) Fabricated metal products, except machinery and transporta- 
tion equipment 

(35) Machinery, except electrical 

(36) Electrical and electronic machinery, equipment and supplies 

(37) Transportation equipment 

(38) Measuring, analyzing, and controlling instruments; photo- 
graphic, medical and optical goods; watches and clocks 

(39) Miscellaneous manufacturing industries 


(B) Exception. Where research 
and development is undertaken solely 
to meet legal requirements imposed by 
a political entity with respect to im- 
provement or marketing of specific 
products or processes, and the results 
cannot reasonably be expected to 
generate amounts of gross income 


(beyond de minimis amounts) outside 
a single geographic source, the deduc- 
tion for such research and develop- 
ment shall be considered definitely re- 
lated and therefore allocable only to 
the grouping (or groupings) of gross 
income within that geographic source 
as a class and apportioned, if neces- 
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sary, between such groupings as set 
forth in subdivision (ii) (B) and (iii) 
of this paragraph (e) (3) ). For exam- 
ple, where a taxpayer performs tests 
on a product in response to a require- 
ment imposed by the U.S. Food and 
Drug Administration, and the test 
results cannot reasonably be expected 
to generate amounts of gross income 
(beyond de minimis amounts) outside 
the United States, the costs of testing 
shall be allocated solely to gross in- 
come from sources within the United 
States. 


(ii) Apportionment of research 
and development—sales method—(A) 
Exclusive apportionment. Where an 
apportionment based upon geographic 
sources of income of a deduction for 
research and development is necessary 
(after applying the exception in sub- 
division (i) (B) of this paragraph (e) 
(3) ), an amount equal to— 

(1) Fifty percent (50%), in the 
case of a taxable year beginning dur- 
ing 1977, 

(2) Forty percent (40%), in the 
case of a taxable year beginning dur- 
ing 1978, 

(3) Thirty percent (30%), in the 
case of a taxable year beginning during 
1979, and thereafter, 


of such deduction for research and 
development shall be apportioned ex- 
clusively to the statutory grouping of 
gross income or the residual grouping 
of gross income, as the case may be, 
arising from the geographic source 
where the research and development 
activities which account for more than 
fifty percent (50%) of the amount 
of such deduction were performed. If 
the fifty percent test of the preceding 
sentence is not met, then no part of 
the deduction shall be apportioned 
under this subdivision (ii) (A). This 
exclusive apportionment reflects the 
view that research and development is 
often most valuable in the country 
where it is performed, for two reasons. 
First, research and development often 
benefits a broad product category, 
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consisting of many individual prod- 
ucts, all of which may be sold in the 
nearest market but only some of which 
may be sold in foreign markets. Sec- 
ond, research and development often 
is utilized in the nearest market be- 
fore it is used in other markets, and, 
in such cases, has a lower value per 
unit of sales when used in foreign 
markets. The taxpayer may establish 
to the satisfaction of the Commis- 
sioner that, in its case, one or both of 
the conditions mentioned in the pre- 
ceding sentences warrant a signif- 
icantly greater percent than the rele- 
vant percent specified in (1), (2), or 
(3) of this subdivision (ii)(A) be- 
cause the research and development 
is reasonably expected to have very 
limited or long delayed application 
outside the geographic source where it 
was performed. For purposes of estab- 
lishing that only some products within 
the product category (or categories) 
are sold in foreign markets, the tax- 
payer shall compare the commercial 
production of individual products in 
domestic and foreign markets made by 
itself, by uncontrolled. parties (as de- 
fined under (C) of this subdivision 
(ii)) of products involving intangible 
property which was licensed or sold 
by the taxpayer, and by those con- 
trolled corporations (as defined under 
(D) of this subdivision (ii) ) which 
can reasonably be expected to benefit 
directly or indirectly from any of the 
taxpayer’s research expense connected 
with the product category (or cate- 
gories). The individual products com- 
pared for this purpose shall be limited, 
for nonmanufactured categories, sole- 
ly to those enumerated in Executive 
Office of the President, Office of Man- 
agement and Budget, Standard Indus- 
trial Classification Manual, 1972 (or 
later edition, as available), and, for 
manufactured categories, solely to 
those enumerated at a 7-digit level on 
pages 5 through 200 of U.S. Bureau 
of the Census, Census of Manufac- 
tures: 1972, Numerical List of Manu- 
factured Products (New (1972) SIC 
Basis), 1973, (or later edition, as 
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available). Examples (9), (10), and 
(13) in paragraph (g) of this section 
illustrate the application of this rule. 
For purposes of establishing the de- 
layed application of research findings 
abroad, the taxpayer shall compare 
the commercial introduction of its 
own particular products and processes 
(not limited by those listed in the 
Standard Industrial Classification 
Manual or the Numerical List of 
Manufactured Products) in the 
United States and foreign markets, 
made by itself, by uncontrolled par- 
ties (as defined under (C) of this 
subdivision (ii) ) of products involv- 
ing intangible property which was 
licensed or sold by the taxpayer, and 
by those controlled corporations (as 
defined under (D) of this subdivision 
(ii)) which can reasonably be ex- 
pected to benefit, directly or indirect- 
ly, from the taxpayer’s research ex- 
pense. For purposes of evaluating the 
delay in the application of research 
findings in foreign markets, the tax- 
payer shall use a safe haven discount 
rate of 10 percent per year of delay 
unless he is able to establish, by ref- 
erence to the cost of money and the 
number of years during which eco- 
nomic benefit can be directly attrib- 
utable to the results of the taxpayer’s 
research, that another discount rate 
is more appropriate (see examples 
(9) through (12) in paragraph (g) 
of this section). 

(B) Remaining apportionment. 
The amount equal to the remaining 
portion of such deduction for research 
and development, not apportioned 
under (A) of this subdivision (ii), 
shall be apportioned between the 
statutory grouping (or among the 
statutory groupings) within the class 
of gross income and the residual 
grouping within such class in the same 
proportions that the amount of sales 
from the product category (or cate- 
gories) which resulted in such gross 
income within the statutory grouping 
(or statutory groupings) and in the 
residual grouping bear, respectively, 
to the total amount of sales from the 


product category (or categories). For 
the purposes of this paragraph (e) 
(3), amounts received from the lease 
of equipment during a taxable year 
shall be regarded as sales receipts for 
such taxable year. Amounts appor- 
tioned under this paragraph (e) (3) 
may exceed the amount of gross in- 
come related to the product category 
within the statutory grouping. In such 
case, the excess shall be applied 
against other gross income within the 
statutory grouping. See paragraph 
(d)(1) of this section for instances 
where the apportionment leads to an 
excess of deductions over gross income 
within the statutory grouping. 

(C) Sales of uncontrolled parties. 
For purposes of the apportionment 
under (B) of this subdivision (ii), the 
sales from the product category (or 
categories) by each party uncontrolled 
by the taxpayer, of particular prod- 
ucts involving intangible property 
which was licensed or sold by the tax- 
payer to such uncontrolled party shall 
be taken fully into account both for 
determining the taxpayer’s apportion- 
ment and for determining the appor- 
tionment of any other member of a 
controlled group of corporations to 
which the taxpayer belongs if the un- 
controlled party can reasonably be 
expected to benefit directly or indi- 
rectly (through any member of the 
controlled group of corporations to 
which the taxpayer belongs) from the 
research expense connected with the 
product category (or categories) of 
such other member. In the case of 
licensed products, if the amount of 
sales of such products is unknown 
(for example, where the licensed 
product is a component of a large 
machine), a reasonable _ estimate 
should be made. In the case of sales 
of intangible property, and in cases 
where a reasonable estimate of sales 
of licensed products cannot be made, 
the sales taken into account shall be 
an amount which is ten times the 
amount received or accrued for the 
intangible during the taxpayer’s tax- 
able year. For purposes of this subdi- 
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vision (ii)(C), the term “uncon- 
trolled party” means a party which is 
not a person with a relationship to 
the taxpayer (specified in section 267 
(b)), or is not a member of a con- 
trolled group of corporations to which 
the taxpayer belongs (within the 
meaning of section 993(a) (3)). An 
uncontrolled party can reasonably be 
expected to benefit from the research 
expense of a member of a controlled 
group of corporations to which the 
taxpayer belongs if such member can 
reasonably be expected to license, sell, 
or transfer intangible property to that 
uncontrolled party, or transfer secret 
processes to that uncontrolled party, 
directly or indirectly through a mem- 
ber of the controlled group of corpo- 
rations to which the taxpayer belongs. 

(D) Sales of controlled parties. For 
purposes of the apportionment under 
(B) of this subdivision (ii), the sales 
from the product category (or cate- 
gories) of the taxpayer shall be taken 
fully into account and the sales from 
the product category (or categories) 
of a corporation controlled by the 
taxpayer shall be taken into account 
to the extent provided in (/) or (2) 
of this subdivision (ii) (D) for deter- 
mining the taxpayer’s apportionment, 
if such corporation can reasonably be 
expected to benefit directly or indi- 
rectly (through another member of 
the controlled group of corporations 
to which the taxpayer belongs) from 
the taxpayer’s research expense con- 
nected with the product category (or 
categories). However, sales from the 
product category (or categories) be- 
tween or among such controlled cor- 
porations or the taxpayer shall not be 
taken into account more than once; 
in such a situation, the amount sold 
by the selling corporation to the buy- 
ing corporation shall be subtracted 
from the sales of the buying corpora- 
tion. For purposes of this subdivision 
(ii) (D), the term “a corporation con- 
trolled by the taxpayer” means any 
corporation other than an “uncon- 
trolled party” as defined in (C) of 
this subdivision (ii). A corporation 


controlled by the taxpayer can reason- 
ably be expected to benefit from the 
taxpayer’s research expense if the tax- 
payer can be expected to license, sell, 
or transfer intangible property to that 
corporation, or transfer secret processes 
to that corporation, either directly or 
indirectly through a member of the 
controlled group of corporations to 
which the taxpayer belongs. Past ex- 
perience with research and develop- 
ment shall be considered in determin- 
ing reasonable expectations. However, 
if the corporation controlled by the tax- 
payer has entered into a bona fide cost- 
sharing arrangement, in accordance 
with the provisions of §1.482-2(d) 
(4), with the taxpayer for the pur- 
pose of developing intangible proper- 
ty, then that corporation shall not 
reasonably be expected to benefit from 
the taxpayer’s share of the research 
expense. The sales from the product 
category (or categories) of a corpora- 
tion controlled by the taxpayer taken 
into account shall be the greater of— 

(1) The amount of sales that would 
have been taken into account under 
paragraph (e) (3) (ii)(C) of this sec- 
tion if the controlled corporation were 
an uncontrolled party and if any in- 
tangible property contributed by the 
taxpayer to the controlled corporation 
were treated as a license of that in- 
tangible property; or 

(2) The amount of sales that bear 
the same proportion to total sales of 
the controlled corporation as the tax- 
payer’s direct or indirect ownership, 
as defined in section 1563, of the total 
combined voting power of all classes 
of stock entitled to vote of such cor- 
poration bears to the total outstanding 
combined voting power of all such 
classes of stock of such corporation. 

(iii) Apportionment of research 
and development—optional gross in- 
come methods. If the conditions of 
either (A) or (B) of this subdivision 
(iii) are met, in lieu of apportioning 
the deduction for research and de- 
velopment expense under subdivision 
(ii) of this paragraph (e) (3), a tax- 
payer may for any taxable year appor- 
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tion such deduction, as prescribed in 
(A) or (B) of this subdivision (iii), 
between the statutory grouping (or 
among the statutory groupings) of 
gross income and the residual group- 
ings of gross income. These optional 
methods must be applied to the tax- 
payer’s entire deduction for research 
and development expense remaining 
after applying the exception in subdi- 
vision (i)(B) of this paragraph (e) 
(3), and may not be applied on a 
product category basis. However, if 
any member of an affiliated group 
which files a consolidated return ap- 
portions its research and development 
expense for a taxable year under this 
subdivision (iii), then all members 
joining that return must use this sub- 
division (iii) for such taxable year. 

(A) Option One. If, when appor- 
tioned ratably on the basis of gross 
income between the statutory group- 
ing (or among the statutory group- 
ings) of gross income and the residual 
grouping of gross income in the same 
proportions that the amount of gross 
income in the statutory grouping (or 
groupings) and the amount of gross 
income in the residual grouping bear, 
respectively, to the total amount of 
gross income. 

(1) The amount of research and 
development expense ratably appor- 
tioned to the statutory grouping (or 
groupings in the aggregate) is not less 
than fifty percent (50%) of the 
amount which would have been so 
apportioned if the taxpayer had used 
the method described in subdivision 
(ii) of this paragraph (e) (3), and 

(2) The amount of research and 
development expense ratably appor- 
tioned to the residual grouping is not 
less than fifty percent (50%) of the 
amount which would have been so 
apportioned if the taxpayer had used 
the method described in subdivision 


(ii) of this paragraph (e) (3), 

then the taxpayer may apportion his 
research and development expense 
ratably on the basis of gross income. 
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(B) Option Two. If, when the 
amount of research and development 
expense is apportioned ratably on the 
basis of gross income, either condition 
(1) or (2) of (A) of this subdivision 
(iii) is not met, the taxpayer may 
either: 

(1) Where condition (1) of (A) 
of this subdivision (iii) is not met, 
. apportion fifty percent (50%) of the 
amount of research and development 
expense which would have been ap- 
portioned to the statutory grouping 
(or groupings in the aggregate) under 
subdivision (ii) of this paragraph (e) 
(3) to such statutory grouping (or to 
such statutory groupings in the aggre- 
gate and then among such groupings 
on the basis of gross income within 
each grouping) , and apportion the bal- 
ance of the amount of research and 
development expenses to the residual 
grouping; or 

(2) Where condition (2) of (A) 
of this subdivision (iii) is not met, ap- 
portion fifty percent (50%) of the 
amount of research and development 
expense which would have been ap- 
portioned to the residual grouping 
under subdivision (ii) of this para- 
graph (e)(3) to such residual group- 
ing, and apportion the balance of the 
amount of research and development 
expenses to the statutory grouping (or 
to the statutory groupings in the ag- 
gregate and then among such group- 
ings ratably on the basis of gross 
income within each grouping). 

(iv) Examples. Examples (3) 
through (16) and example (23) of 
paragraph (g) of this section illus- 
trate the allocation and apportion- 
ment of research and development de- 
ductions. 

(4) Stewardship expenses attrib- 
utable to dividends received. If a cor- 
poration renders services for the bene- 
fit of a related corporation and the 
corporation charges the related cor- 
poration for such services (see section 
482 and the regulations thereunder 
which provide for an allocation where 
the charge is not on an arm’s length 
basis as determined therein), the de- 
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ductions for expenses of the corpora- 
tion attributable to the rendering of 
such services are considered definitely 
related to the amounts so charged and 
are to be allocated to such amounts. 
However, the regulations under sec- 
tion 482 (§ 1.482-2(b) (2) (ii) ) recog- 
nize a type of activity which is not 
considered to be for the benefit of a 
related corporation but is considered 
to constitute “stewardship” or “over- 
seeing” functions undertaken for the 
corporation’s own benefit as an in- 
vestor in the related corporation, and 
therefore, a charge to the related cor- 
poration for such stewardship or over- 
seeing functions is not provided for. 
Services undertaken by a corporation 
of a stewardship or overseeing char- 
acter generally represent a duplica- 
tion of services which the related cor- 
poration has independently performed 
for itself. For example, assume that a 
related corporation, which has a quali- 
fied financial staff, makes an analysis 
to determine the amount and source 
of its borrowing needs and submits a 
report of its findings and a plan of 
borrowing to the parent corporation, 
and the parent corporation’s financial 
staff reviews the findings and plans to 
determine whether to advise the re- 
lated corporation to reconsider its 
plan. The services of review per- 
formed by the parent corporation for 
its own benefit are of a stewardship 
or overseeing character. The deduc- 
tions resulting from stewardship or 
overseeing functions are incurred as 
a result of, or incident to, the owner- 
ship of the related corporation and, 
thus, shall be considered definitely 
related and allocable to dividends 
received or to be received from the 
related corporation. If a corporation 
has a foreign or international depart- 
ment which exercises stewardship or 
overseeing functions with respect to 
related foreign corporations. and, in 
addition, the department has other 
functions which are attributable to 
other foreign-source income (such as 
fees for services rendered outside of 
the United States for the benefit of 


foreign related corporations, foreign 
royalties, and gross income of foreign 
branches) to which its deductions are 
also to be allocated, some part of the 
deductions with respect to that de- 
partment are considered definitely 
related to the other foreign-source in- 
come. In some instances, the opera- 
tions of a foreign or international de- 
partment will also be attributable to 
United States source income (such as 
fees for services performed in the 
United States) to which its deduc- 
tions are to be allocated. Methods of 
apportionment which could possibly be 
utilized with respect to stewardship 
expenses include comparisons of time 
spent by employees weighted to take 
into account differences in compensa- 
tion, or comparisons of each related 
corporation’s gross receipts, gross in- 
come, or unit sales volume, assuming 
that stewardship activities are not sub- 
stantially disproportionate to such fac- 
tors. See paragraph (f)(5) of this 
section for the type of verification 
that may be required in this respect. 
See examples (17) and (18) of para- 
graph (g) of this section for the allo- 
cation and apportionment of steward- 
ship expenses. See paragraph (b) (3) 
of this section for the allocation and 
apportionment of deductions attrib- 
utable to supportive functions other 
than stewardship activities. 

(5) Legal and accounting fees and 
expenses. Fees and other expenses for 
legal and accounting services are ordi- 
narily definitely related and allocable 
to specific classes of gross income or 
to all the taxpayer’s gross income, de- 
pending on the nature of the services 
rendered (and are apportioned as 
provided in paragraph (c)(1) of this 
section). For example, accounting fees 
for the preparation of a study of the 
costs involved in manufacturing a 
specific product will ordinarily be 
definitely related to the class of gross 
income derived from (or which could 
reasonably have been expected to be 
derived from) that specific product. 
The taxpayer is not relieved from his 
responsibility to make a proper allo- 
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cation and apportionment of fees on 
the grounds that the statement of 
services rendered does not identify the 
services performed beyond a general- 
ized designation such as “profes- 
sional,” or does not provide any type 
of allocation, or does not properly al- 
locate the fees involved. 

(6) Income taxes. The deduction 
for State, local, and foreign income, 
war profits and excess profits taxes al- 
lowed by section 164 shall be con- 
sidered definitely related and allocable 
to the gross income with respect to 
which such taxes are imposed. For 
example, if a domestic corporation is 
subject to State income tax and the 
amount of such State income tax is 
imposed in part on the amount of 
foreign source income, that part of 
such State income tax attributable to 
foreign source income is definitely 
related and allocable to foreign 
source gross income. Examples (25) 
and (26) of paragraph (g) of this 
section illustrate the application of this 
subparagraph (6). 

(7) Losses on the sale, exchange, 
or other disposition of property—(i) 
Allocation. The deduction allowed for 
loss recognized on the sale, exchange, 
or other disposition of a capital asset 
or property described in section 1231 
(b) shall be considered a deduction 
which is definitely related and allo- 
cable to the class of gross income to 
which such asset or property ordinarily 
gives rise in the hands of the taxpayer. 
Where the nature of gross income 
generated from the asset or property 
has varied significantly over several 
taxable years of the taxpayer, such 
class of gross income shall generally 
be determined by reference to gross 
income generated from the asset or 
property during the taxable year or 
years immediately preceding the sale, 
exchange, or other disposition of such 
asset or property. Thus, for example, 
where an asset generates primarily 
sales income from domestic sources in 
the early years of its operation and 
then is leased by the taxpayer to a 
foreign subsidiary in later years, the 


class of gross income to which the 
asset gives rise will be considered to be 
the rental income derived from the 
lease and will not include sales in- 
come from domestic sources. 

(ii) Apportionment of _ losses. 
Where in the unusual circumstances 
that an apportionment of a deduction 
for losses on the sale, exchange, or 
other disposition of a capital asset or 
property described in section 1231(b) 
is necessary, the amount of such de- 
duction shall be apportioned between 
the statutory grouping (or among the 
statutory groupings) of gross income 
(within the class of gross income) and 
the residual grouping (within the 
class of gross income) in the same 
proportion that the amount of gross 
income within such statutory grouping 
(or statutory groupings) and such re- 
sidual grouping bear, respectively, to 
the total amount of gross income 
within the class of gross income. Ap- 
portionment will be necessary where, 
for example, the class of gross income 
to which the deduction is allocated 
consists of gross income (such as royal- 
ties) attributable to an intangible as- 
set used both within and without the 
United States, or gross income (such 
as from sales or services) attributable 
to a tangible asset used both within 
and without the United States. 

(8) Net operating loss deduction. 
A net operating loss deduction allowed 
under section 172 shall be treated as 
a deduction definitely related and 
allocable to the class of gross income 
to which the activity or property which 
generated the net operating loss gave 
rise or could reasonably have been 
expected to give rise. The net operat- 
ing loss deduction shall be apportioned 
between the statutory grouping of 
gross income (or groupings) and the 
residual grouping of gross income 
within the class of gross income on the 
basis of amounts of the net operating 
loss attributable to the respective 
groupings of income in the year when 
the net operating loss arose. 

(9) Deductions which are not defi- 
nitely related. Deductions which shall 
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generally be considered as not defi- 
nitely related to any gross income, and 
therefore are ratably apportioned as 
provided in paragraph (c)(2) of this 
section, are— 

(i) The deduction allowed by sec- 
tion 163 for interest described in sub- 
paragraph (2) (iii) of this paragraph 
(e) ; 

(ii) The deduction allowed by sec- 
tion 164 for real estate taxes on a per- 
sonal residence or for sales tax on the 
purchase of items for personal use; 

(iii) The deduction for medical ex- 
penses allowed by section 213; 

(iv) The deduction for charitable 
contributions allowed by sections 170, 
873(b) (2), and 882(c)(1)(B); and 

(v) The deduction for alimony 
payments allowed by section 215. 

(10) Special deductions. The spe- 
cial deductions allowed in the case 
of a corporation by section 241 (re- 
lating to the deductions for partially 
tax exempt interest, dividends re- 
ceived, etc.), section 922 (relating to 
Western Hemisphere trade corpora- 
tions), and section 941 (relating to 
China Trade Act corporations) shall 
be allocated and apportioned con- 
sistent with the principles of this sec- 
tion. 

(11) Personal exemptions. The de- 
ductions for the personal exemptions 
allowed by sections 151, 642(b), or 
873(b)(3) shall not be taken into 
account for purposes of allocation and 
apportionment under this section. 

(f) Miscellaneous matters—(1) 
Operative sections. The operative sec- 
tions of the Code which require the de- 
termination of taxable income of the 
taxpayer from specific sources or ac- 
tivities and which give rise to statu- 
tory groupings to which this section is 
applicable include the sections de- 
scribed below. 

(i) Overall limitation to the for- 
eign tax credit. Under the overall 
limitation to the foreign tax credit, as 
provided in section 904(a)(2) (as 
in effect before enactment of the Tax 
Reform Act of 1976, or section 904 
(a) after such enactment) the amount 
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of the foreign tax credit may not ex- 
ceed the tentative U.S. tax (i.e., the 
U.S. tax before application of the for- 
eign tax credit) multiplied by a frac- 
tion the numerator of which is the 
taxable income from sources without 
the United States and the denomina- 
tor of which is the entire taxable in- 
_ come. Accordingly, in this case, the 
statutory grouping is foreign source 
income (including, for example, inter- 
est received from a domestic corpora- 
tion which meets the tests of section 
861(a)(1)(B), dividends received 
from a domestic corporation which 
has an election in effect under sec- 
tion 936, and other types of income 
specified in section 862). Pursuant to 
sections 862(b) and 863(a) and §§ 
1.862-1 and 1.863-1, this section pro- 
vides rules for identifying the deduc- 
tions to be taken into account in de- 
termining taxable income from 
sources without the United States. See 
section 904(d) (as in effect after en- 
actment of the Tax Reform Act of 
1976) and the regulations thereunder 
which require separate treatment of 
certain types of income. See example 
(3) of paragraph (g) of this section 
for one example of the application of 
this section to the overall limitation. 
(ii) Per-country limitation to the 
foreign tax credit. Under the per- 
country limitation to the foreign tax 
credit, as provided in section 904(a) 
(1) (as in effect before enactment of 
the Tax Reform Act of 1976), the 
amount of the foreign tax credit for 
income taxes paid to a specific foreign 
country (or possession of the United 
States) may not exceed the tentative 
USS. tax (i.e., the U.S. tax before ap- 
plication of the foreign tax credit) 
multiplied by a fraction, the numera- 
tor of which is the taxable income from 
sources within the foreign country and 
the denominator of which is the en- 
tire taxable income. Pursuant to 
§ 1.863-6, the gross income and the 
taxable income from sources within a 
specific foreign country are determined 
under the same principles as are ap- 
plied in determining gross income 
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from sources within the United States 
(generally §§ 1.861-1 to 1.861-7) and 
taxable income from sources within 
the United States (generally this sec- 
tion). See section 904(d) (as in effect 
after enactment of the Tax Reform 
Act of 1976) and the regulations 
thereunder which require separate 
treatment of certain types of income. 
See example (16) of paragraph (g) 
of this section for an example of the 
application of this section to the per- 
country limitation. 

(iii) DISC taxable income. Section 
994 provides rules for determining the 
taxable income of a DISC with re- 
spect to qualified sales and leases of 
export property and qualified serv- 
ices. The “50-50” combined taxable 
income method available for making 
such determination provides, without 
consideration of export promotion 
expenses, that the taxable income of 
the DISC shall be 50 percent of the 
combined taxable income of the DISC 
and the related supplier derived from 
such sales and leases of export prop- 
erty and such services. Pursuant to 
regulations under section 994, this 
section provides rules for determining 
the deductions to be taken into ac- 
count in determining such combined 
taxable income, except to the extent 
modified by the marginal costing rules 
set forth in the regulations under 
section 994(b) (2) if used by the tax- 
payer as provided therein. See exam- 
ples (22) and (23) of paragraph (g) 
of this section. In addition, the com- 
putation of combined taxable income 
is necessary to determine the appli- 
cability of both the general and spe- 
cial “no loss” rules of the regulations 
under section 994. 

(iv) Effectively connected taxable 
income. Nonresident alien individuals 
and foreign corporations engaged in 
trade or business within the United 
States, under section 871(b) and 882, 
are taxable at ordinary rates, as pro- 
vided in section 1 or 1201(b), and 
section 11 or 1201(a), on taxable in- 
come which is effectively connected 
with the conduct of a trade or business 


within the United States. Such tax- 
able income is determined in most 
instances by initially determining 
under section 864(c), the amount of 
gross income which is effectively con- 
nected with the conduct of a trade or 
business within the United States. 
Pursuant to sections 873 and 882(c), 
this section is applicable for purposes 
of identifying the deductions from 
such gross income to be taken into 
account in determining such taxable 
income. In certain cases the provisions 
of an income tax treaty between the 
United States and a foreign country 
may apply in determining the taxable 
income of a nonresident alien indi- 
vidual or foreign corporation. In such 
cases the provisions of the treaty shall 
take precedence over this section. See 
example (21) of paragraph (g) of 
this section. 

(v) Foreign base company income. 
Section 954 defines the term “foreign 
base company income” with respect to 
controlled foreign corporations. Sec- 
tion 954(b) (5) provides that in de- 
termining foreign base company in- 
come the gross income shall be re- 
duced by the deductions of the con- 
trolled foreign corporation “properly 
allocable to such income”. This sec- 
tion provides rules for identifying 
which deductions are properly allo- 
cable to foreign base company in- 
come. 


(vi) Other operative sections. The 
rules provided in this section also ap- 
ply in determining— 

(A) The amount of foreign source 
items of tax preference under section 
58(g) determined for purposes of the 


minimum tax; 


(B) The amount of foreign mineral 
income under section 901 (e) ; 


(C) The amount of interest income 
and the income from certain distribu- 
tions from a DISC or former DISC 
to which the foreign tax credit limita- 
tion is applied separately under sec- 
tion 904(d) (as in effect after enact- 
ment of the Tax Reform Act of 
1976) ; 
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(D) The amount of foreign oil and 
gas extraction income and the amount 
of foreign oil related income under 
section 907. 

(E) The tax base for citizens en- 
titled to the benefits of section 931 
and the section 936 tax credit of a 
domestic corporation which has an 
election in effect under section 936; 

(F) The exclusion for income from 
Puerto Rico for residents of Puerto 
Rico under section 933; 

(G) The limitation under section 
934 on the maximum reduction in 
income tax liability incurred to the 
Virgin Islands; 

(H) The income derived from 
Guam by an individual who is subject 
to section 935; 

(I) The special deduction granted 
to China Trade Act corporations un- 
der section 941; 

(J) The amount of certain U.S. 
source income excluded from the 
subpart F income of a controlled for- 
eign corporation under section 952 
(b) ; 

(K) The amount of income from 
the insurance of U.S. risks under sec- 
tion 953(b) (5) ; 

(L) The international boycott fac- 
tor and the specifically attributable 
taxes and income under section 999; 
and 


(M) The taxable income attribu- 
table to the operation of an agreement 
vessel under section 607 of the Mer- 
chant Marine Act of 1936, as amend- 
ed, and the Capital Construction 
Fund Regulations thereunder (26 
CFR, pt. 3). See 26 CFR 3.2(b) (3). 

(2) Application to more than one 
Operative section. Where more than 
one operative section applies, it may 
be necessary for the taxpayer to ap- 
ply this section separately for each ap- 
plicable operative section. In such a 
case, the taxpayer is required to use 
the same method of allocation and 
the same principles of apportionment 
for all operative sections. 


(3) Special rules of section 863(b) 
—(i) In general. Special rules under 


section 863(b) provide for the appli- 
cation of rules of general apportion- 
ment provided in §§ 1.863-3 to 1.863- 
5, to worldwide taxable income in 
order to attribute part of such world- 
wide taxable income to U.S. sources 
and the remainder of such worldwide 
taxable income to foreign sources. The 
activities specified in section 863(b) 
are— 

(A) Transportation or other serv- 
ices rendered partly within and partly 
without the United States, 

(B) Sales of personal property pro- 
duced by the taxpayer within and 
sold without the United States, or 
produced by the taxpayer without 
and sold within the United States, and 


(C) Sales within the United States 
of personal property purchased within 
a possession of the United States. 


In the instances provided in §§ 1.863- 
3 and 1.863-4 with respect to the 
activities described in (A), (B) and 
(C) of this subdivision, this section 
is applicable only in determining 
worldwide taxable income attributable 
to these activities. 


(ii) Relationship of sections 861, 
862, 863(a), and 863(b). Sections 
861, 862, 863(a), and 863(b) are 
the four provisions applicable in de- 
termining taxable income from specific 
sources. Each of these four provisions 
applies independently. Where a de- 
duction has been allocated and ap- 
portioned to income under one of 
these four provisions, the deduction 
shall not again be allocated and ap- 
portioned to gross income under any 
of the other three provisions. How- 
ever, two or more of these provisions 
may have to be applied at the same 
time to determine the proper alloca- 
tion and apportionment of a deduc- 
tion. The special rules under section 
863(b) take precedence over the gen- 
eral rules of Code sections 861, 862 
and 863(a). For example, where a 
deduction is allocable in whole or in 
part to gross income to which section 
863(b) applies, such deduction or 
part thereof shall not otherwise be 
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allocated under section 861, 862, or 
863(a). However, where the gross 
income to which the deduction is al- 
locable includes both gross income to 
which section 863(b) applies and 
gross income to which section 861, 
862, or 863(a) applies, more than one 
section must be applied at the same 
time in order to determine the proper 
allocation and apportionment of the 
deduction. 


(4) Adjustments made under other 
provisions of the Code—(i) In gen- 
eral. If an adjustment which affects 
the taxpayer is made under section 
482 or any other provision of the 
Code, it may be necessary to recom- 
pute the allocations and apportion- 
ments required by this section in order 
to reflect the changes resulting from 
the adjustment. The recomputation 
made by the District Director shall be 
made using the same method of alloca- 
tion and apportionment as was origi- 
nally used by the taxpayer, provided 
such method as originally used con- 
formed with paragraph (a) (5) of this 
section and, in light of the adjust- 
ment, such method does not result in 
a material distortion. In addition to 
adjustments which would be made 
aside from this section, adjustments 
to the taxpaer’s income and deduc- 
tions which would not otherwise be 
made may be required before apply- 
ing this section in order to prevent a 
distortion in determining taxable in- 
come from a particular source of ac- 
tivity. For example, if an item in- 
cluded as a part of the cost of goods 
sold has been improperly attributed 
to specific sales, and, as a result, gross 
income under one of the operative 
sections referred to in paragraph (f) 
(1) of this section is improperly de- 
termined, it may be necessary for the 
District Director to make an adjust- 
ment to the cost of goods sold, con- 
sistent with the principles of this sec- 
tion, before applying this section. 
Similarly, if a domestic corporation 
transfers the stock in its foreign sub- 
sidiaries to a domestic subsidiary and 
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the parent continues to incur ex- 
penses in connection with the super- 
vision of the foreign subsidiaries (see 
paragraph (e) (4) of this section), it 
may be necessary for the District 
Director to make an allocation under 
section 482 with respect to such ex- 
penses before making allocations and 
apportionments required by this sec- 
tion, even though the section 482 
allocation might not otherwise be 
made. 


(ii) Example. X, a domestic corporation, 
purchases and sells consumer items in the 
United States and foreign markets. Its sales 
in foreign markets are made to related for- 
eign subsidiaries. X reported $1,500,000 as 
sales during the taxable year of which 
$1,000,000 was domestic sales and $500,000 
was foreign sales. X took a deduction for 
expenses incurred by its marketing depart- 
ment during the taxable year in the amount 
of $150,000. These expenses were deter- 
mined to be allocable to both domestic and 
foreign sales and are apportionable between 
such sales. Thus, X allocated and appor- 
tioned the marketing department deduction 
as follows: 


To gross income from domestic sales 


$150,000 x ————_ ....cceceeccceeeee $100,000 
To gross income from foreign sales 
000 
$150,000 x —————__ .... cc ceeseccscees 50,000 
500,000 
WEE cacbnecdsccdccseversacccesonceses $150.000 





On audit of X’s return for the taxable year, 
the District Director adjusted, under sec- 
tion 482, X’s sales to related foreign sub- 
sidiaries by increasing the sales price by a 
total of $100,000, thereby increasing X’s 
foreign sales and total sales by the same 
amount. As a result of the section 482 
adjustment, the apportionment of the de- 
duction for the marketing department ex- 
penses is redetermined as follows: 


To gross income from domestic sales 


$1,000, 
$150,000 x ———§@§£ ......ccceercceceee $ 93,750 
’ ,000 
To gross income _— foreign sales 
$150,000 x = BR ee et em 56,250 
600,000 
ME seudceguetascnsciovncsssbsescoces $150,000 


(5) Verification of allocations and 
apportionments. Since, under this sec- 
tion, allocations and apportionments 
are made on the basis of the factual 
relationship between deductions and 
gross income, the taxpayer is required 
to furnish, at the request of the Dis- 
trict Director, information from which 
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such factual relationships can be de- 
termined. In reviewing the overall 
limitation to the foreign tax credit of 
a domestic corporation, for example, 
the District Director should consider 
information which would enable him 
to determine the extent to which de- 
ductions attributable to functions per- 
formed in the United States are re- 
lated to earning foreign source in- 
come, United States source income, 
or income from both sources. In addi- 
tion to functions with a specific inter- 
national purpose, consideration should 
be given to the functions of manage- 
ment, the direction and results of an 
acquisition program, the functions of 
operating units and personnel located 
at the head office, the functions of sup- 
port units (including but not limited 
to engineering, legal, budget, account- 
ing, and industrial relations), the 
functions of selling and advertising 
units and personnel, the direction and 
uses of research and development, and 
the direction and uses of services fur- 
nished by independent contractors. 
Thus, for example when requested by 
the District Director, the taxpayer 
shall make available any of its orga- 
nization charts, manuals, and other 
writings which relate to the manner 
in which its gross income arises and 
to the functions of organizational 
units, employees, and assets of the 
taxpayer and arrange for the inter- 
view of such of its employees as the 
District Director deems desirable in 
order to determine the gross income 
to which deductions relate. See section 
7602 and the regulations thereunder 
which generally provide for the ex- 
amination of books and witnesses. See 
also section 905(b) and the regula- 
tions thereunder which require proof 
of foreign tax credits to the satisfac- 
tion of the Secretary or his delegate. 
(g) General examples. The follow- 
ing examples illustrate the principles 
of this section. In each example, un- 
less otherwise specified, the operative 
section which is applied and gives rise 





to the statutory grouping of gross 
income is the overall limitation to the 
foreign tax credit under section 904 
(a). In addition, in each example, 
where a method of allocation or ap- 
portionment is illustrated as an ac- 
ceptable method, it is assumed that 
such method is used by the taxpayer 
on a consistent basis from year to year 
(except in the case of the optional 
method for apportioning interest un- 
der paragraph (e)(2)(vi) of this 
section or the optional method for ap- 
portioning research and development 
expense under paragraph (e) (3) (iii) 
of this section). Further, it is assumed 
that each party named in each ex- 
ample operates on a calendar year 
accounting basis and, where the party 
is a U.S. taxpayer, files returns on a 
calendar year basis. 


Example (1)—Interest—(i) Facts. X,a 
domestic corporation, conducts a trade or 
business in the United States and owns all 
the steck of Y, a foreign corporation. In 
1977, X takes a deduction for interest ex- 
pense of $150,000. No portion of this in- 
terest expense relates to an obligation issued 
before January 1, 1977. In 1977, X has 
gross receipts of $968,000, cost of goods 
sold of $600,000, and gross income of 
$368,000. X also receives a total of $32,000 
in gross income from Y, consisting of 
$20,000 in dividends, $8,000 in royalties, 
and $4.000 in interest payments. 

(ii) Allocation. No portion of the $150,- 
000 deduction is definitely related solely to 
specific property within the meaning of 
paragraph (e) (2) (iv) of this section. Thus, 
X’s deduction for interest is related to all 
of its activities and properties. 

(iii) Apportionment. Since X computes 
its foreign tax credit limitation under the 
overall “method there is one statutory 
grouping, gross income from sources out- 
side the United States, and one residual 
grouping, gross income from sources within 
the United States. The interest deduction 
of $150,000 must be apportioned between 
these two groupings. In accordance with 
paragraph (e)(2)(v) and (vi) (but not 
(vii)) of this section, X calculates the 
apportionment of the interest deduction 
under both the asset and gross income 
methods. X determines the amount of capi- 
tal utilized or invested in its income pro- 
ducing activities and properties by com- 
puting an average book value for the year 
for all of its assets on the basis of book 
values of assets as of the beginning and 
end of its year. In this example, it is as- 
sumed that a substantial distortion does 
not result from the use of beginning and 
end of year balances. 








oes 


Tentative apportionment on the basis of 
assets 
[Average beginning-end of year] 
Assets (net of depreciation) which relate 
to activities and properties that generate 
U.S.-source income (including inventory, 
working capital for U.S. business, trade 
capital for U.S. busi , trade 
receivable, factory equipment ddheaceees $3,200,000 
Assets (net of depreciation) which relate 
to activities and properties that generate 
foreign-source income (including X’s in- 
vestment in Y and loan to Y, trade 
accounts receivable, a portion of X’s 
home office based on space and equip- 
ment utilized for subsidiary supervision 
and working capital required for such 
WENENUOEIOED oo scccacdess nceensaccdsexes 800,000 


Total .cccccccccccccccccccesceccees 4,000,000 


As a result of the above computation, X 
would apportion its interest deduction 
as follows: 

To gross income from sources within 
the United States (residual grouping) : 














3,200, 
$150,000 x ———- ........ . cee eeees 120,000 
$4,000,000 
To gross income from sources without 
the United States (statutory 
grouping) : 
100,000 
$150,000 x ————— ..........c0e0ee 30,000 
$4,000,000 
OM ais cide ns dtaptadesaecateeeseues 150,000 


Tentative apportionment on the basis of 
gross income 
Interest expense apportioned to the resid- 


ual grouping, gross income from sources 
within the U.S.: 








$368,000 
$150,000 x ————_... . se nee rercecccccces $138,000 
$400,000 
Interest expense apportioned to the statu- 
tory grouping, gross income from sources 
outside the U.S.: 
($20,000 +-$8,000-+-$4,000) 
$150,000 x —_—___—________..... 12,000 
$400,000 
MED svoccedidacceceeratcandesseestes 150,000 


Since the tentative apportionment ($12,- 
000) to the statutory grouping on the basis 
of gross income is only 40 percent of the 
tentative apportionment ($30,000) on the 
basis of assets, X may use Option Two of 
the gross income method (paragraph (e) 
(2) (iv) (B) of this section) and appor- 
tion to the statutory grouping fifty percent 
(50%) of the $30,000 apportioned to that 
grouping under the asset method. Thus X’s 
actual apportionment to the statutory 
grouping would be $15,000. 

Example (2)—Interest—(i) Facts. X. a 
domestic corporation, has two wholly 
owned subsidiaries, Y and Z, which operate 
in foreign countries. In 1977, X, incurs 
an interest expense of $200.000 (not in anv 
part attributable to an obligation issued 
before January 1, 1977) and has gross 
income of $500,000 consisting of: $392,000 
from its domestic activities; $30.000 of 
dividends from foreign corporation Y; and 
$78.000 of dividends from foreign corpora- 
tion Z. X’s balance sheets show an average 
of beginning and ending asset values as 
follows: $3,200,000 in book value of assets 
related to its domestic source income; 
$800,000 in book value of assets related to 
its income from Y; and $1,000,000 in 
book value of assets related to its income 
from Z. X uses the overall method for 
calculating the limit on its foreign tax 
credit. 

(ii) Allocation. No portion of X’s 


$200,000 deduction for interest expense is 
definitely related solely to aster property 
within the meaning of omy, ye (e) (2) 
(iv) of this section. Thus, X’s deduction 
for interest is related to all of its income 
producing activities and properties. 

(iii) Apportionment. For purposes of 
applying the overall limitation, there is 
one statutory grouping, gross income from 
sources outside the United States, and the 
residual grouping gross income from sources 
within the United States. X’s interest ex- 
pense must be apportioned between these 
two groupings. Corporation X calculates 
tentative apportionments under the asset 
and gross income method, in accordance 
with paragraph (e)(2)(v) and (vi) (but 
not (vii)) of this section, as follows: 


Tentative apportionment on the basis of 
assets 


Interest expense apportioned to sources out- 
side the United States (statutory grouping) : 
$800,000-+-$1,000,000) 
$200,000 x $ 72,000 
($800,000 + $1,000,000-+- $3,200,000) 
Interest expense apportioned to sources with- 
in the United States (residual grouping) : 











$3,200,000 
$200,000 x 128,000 
($800,000 -+-$1,000,000-+-$3,200,000) = 
Total apportioned interest expense .... 200,000 
Of which— 
Apportioned to statutory grouping ........ 72,000 
Apportioned to residual grouping .......... 128,000 


Tentative apportionment on the basis of 
gross income 


Interest expense apportioned to sources out- 
side the United Stetes (satutory grouping) : 
($30,000-+-$78,000) 
$200,000 x ——_—__—___________ ...... $ 43,200 
($30,000-+-$78,000-+ $392,000) 
Interest expense apportioned to sources with- 
in the United States (residual grouping) : 





D 





$200,000 x ——___________—_—__ ...... 156,800 
($30,000 + $78,000-+-$392,000) pasa 
Total apportioned interest expense .... 200,000 
Of which— 
Apportioned to sources outside the United 
States statutory grouping ............... 43,200 
Apportioned to residual grouping .......... 156,800 


The total interest expense apportioned to 
the statutory grouping ($43. 200) under 
the gross income method is 60 percent of 
the total amount apportioned to the stat- 
utory grouping ($72,000) under the asset 
method. Thus, X may use Option One of 
the gross income method (paragraph (e) 
(2) (vi) (A) of this section) and apportion 
$43,200 of its interest expense to the statu- 
tory grouping. 

Example (3)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, is a manufacturer and distributor of 
small gasoline engines for lawn mowers. 
Gasoline engines are a product within the 
category, Machinery, except electrical (SIC 
Major Group Y, a wholly owned 
foreign subsidiary of X, also manufactures 
and sells these engines abroad. During 
1977, X incurred expenditures of $60,000 
on research and development, which it 
deducts as a current expense, to invent 
and patent a new and improved gasoline 
engine. All of the research and develop- 
ment was performed in the United States. 
In 1977, the domestic sales by X of the 
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new engine total $500,000 and foreign 
sales by Y total $300,000. X provides tech- 
nology on the manufacture of engines to 
Y as a contribution to capital, for which 
no royalty is paid. In 1977, X’s gross in- 
come is $150,000, of which $140,000 is 
from domestic sales and $10,000 is a divi- 
dend from Y 


(ii) Allocation. The research and devel- 
opment expenditures were incurred in con- 
nection with small gasoline engines and 
they are definitely related to the items of 
gross income to which the research gives 
rise, namely gross income from the sale of 
small gasoline engines in the United States 
and dividends received from subsidiary Y, 
a foreign manufacturer of gasoline engines. 
Accordingly, the expenses are allocable to 
this class of gross income. 


(iii) Apportionment. For purposes of ap- 
plying the overall limitation, the statutory 
grouping is gross income from sources with- 
out the United States and the residual 
grouping is gross income from sources 
within the United States. Since the related 
class of gross income derived from the use 
of engine technology consists of both gross 
income from sources without the United 
States (dividends from Y) and gross in- 
come from sources within the United States 
(gross income from engine sales), X’s de- 
duction of $60,000 for its research and 
development expenditure must be appor- 
tioned between the statutory and residual 
grouping before the overall limitation may 
be applied. Because more than 50 percent 
of X’s research and development activity 
was performed in the United States, 50 
percent of that deduction can be appor- 
tioned exclusively to the residual grouping 
of gross income, gross income from sources 
within the United States. The remaining 
50 percent of the deduction can then be 
apportioned between the residual and stat- 
utory groupings on the basis of sales by 
X and Y. Alternatively, X’s deduction for 
research and development can be appor- 
tioned under the optional gross income 
method. The apportionment for 1977 is as 
follows: 


Tentative Apportionment on the Basis of 





Sales 

R h and devel to be appor- 

tioned between residual — statutory groupings 

@F GTOGS ICOM 2. ccccescccccsicccceccceccccces 000 
Less: 


Exclusive apportionment of research and devel- 
opment expense to the residual grouping of gross 
income 














$60,000 x 50 percent ........eceeeceeeeceeeee _30,000 
R h and develop expense to be ap- 
rtioned bet idual and statutory group- 
ings of gross income on the basis of sales...... $30,000 
Apportionfent of h and devel t ex- 
pense to the residual grouping of gross income 
$500,000 
$30,000 x —————_ ..... . - - se eens 18,750 
(came, pata 000) : 
rti Pp it ex- 
pense to the eae ted of gross income 
$90,000 ———_—____—. .........e000e 11,250 
($500,000-+$300,000) ii 
Total: Apportioned deduction for research and 
development ........-seeeecececeereeees $60,000 
Of which— 
Apportioned to the residual grouping 
($30,000-4-$18,750)  .......2c cece eee ee eee 48,750 
Apportioned to the statutory grouping .....-. 11,250 
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Tentative Apportionment on the Basis of 
Gross Income 


Research and development expense apportioned 
to sources within the United States (residual 


grouping) 
$140,000 
$60,000 x —— @ — .neeereesseees $56,000 
($140,000-+-$10,000) 
Research and development expense apportioned 
to sources within country Y (statutory grouping) 


$60,000 x ———@__ .... . .eeeseeeeee 4,000 
($140,000-+-$10,000) 
Of which— 
Apportioned to the residual grouping ....... 56,000 
Apportioned to statutory grouping .......... 4,000 


The total research and development ex- 
pense apportioned to the statutory group- 
ing ($4,000) under the gross income meth- 
od is approximately 36 percent of the 
amount apportioned to the statutory group- 
ing under the sales method. Thus, X may 
use Option Two of the gross income method 
(paragraph (e) (3) (iii) (B) of this section) 
and apportion to the statutory grouping 
fifty percent (50%) of the $11,250 appor- 
tioned to that grouping under the sales 
method. Thus, X apportions $5,625 of re- 
search and development expense to the 
statutory grouping. 

Example (4)—Research and Develop- 
ment—(i) Facts. Assume the same facts as 
in example (3) except that X also spends 
$30,000 in 1977 for research on bulldozers, 
all of which is performed in the United 
States, and X has bulldozer sales in the 
United States of $400,000. X’s foreign 
subsidiary Y neither manufactures nor sells 
bulldozers. The bulldozer research is in 
addition to the $60,000 in research which 

does on gasoline engines for lawn 
mowers. X thus has a deduction of $90,000 
for its research activity. X’s gross income 
is $200,000, of which $140,000 is from 
sales of gasoline engines, $50,000 is from 
sales of bulldozers, and $10,000 is a divi- 
dend from Y. 

(ii) Allocation. X’s research expenses 
generate income from sales of small gaso- 
line engines and bulldozers. Both of these 
products are in the major broad product 
category, Machinery, except electrical (SIC 
Major Group 35). Therefore, the deduc- 
tion is definitely related to this product 
category and allocable to all items of in- 
come attributable to it, gross income from 
the sale of small gasoline engines and bull- 
dozers in the United States and dividends 
from foreign subsidiary Y, a foreign manu- 
facturer and seller of small gasoline engines. 

(iii) Apportionment. For purposes of 
applying the overall limitation, the statu- 
tory grouping is gross income from sources 
outside the United States and the residual 
grouping is gross income from sources 
within the United States. X’s deduction of 
$90,000 must be apportioned between the 
statutory and residual groupings. Because 
more than 50 percent of X’s research and 
development activity was performed in the 
United States, 50 percent of that deduction 
can be apportioned exclusively to the 
residual grouping, gross income from 
sources within the United States. The re- 
maining 50 percent of the deduction can 
then be apportioned between the residual 
and statutory groupings on the basis of 
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total sales by X and Y. Alternatively, X’s 
deduction for research and development 
can be apportioned under the optional 
gross income method. The apportionment 
for 1977 is as follows: 


Tentative Apportionment on the Basis of 
Sales 

R h and devel to be appor- 

tioned between residual and statutory group- 

ings of gross income ........eeseeeeeeceeeees $90,000 
Less: 

Exclusive apportionment of the research and 

devel P to the idual g ing of 








gross income 
$90,000 x 50 percent ........eeeeeeeeeeeeees 


R h and devel Pp to be appor- 
tioned between the residual and statutory group- 
ings of gross income on the basis of sales .... 
Apportionment of h and develop ex- 
pense to the residual grouping of i income 


($500,000 -+ $400,000 
$45,000 x 





eis 
Pk 


? 








($500,000-+$400, ar Ye 000) 
Apportionment of t ex- 
pense to the statutory ntdhewog of gross income 

$300,000 


$45,000 x 


33,750 








poe sis 11,250 
($500,000-+ $400,000-+-$300,000) 
Total: Apportioned deduction for research and 
GOVOIOPMIOME oc cc cccccccsccccccsscceces $90,000 
Of which— 

Apportioned to the residual grouping 
DUE ROOF GER TSO) co cccccccccccesewecccese 
Apportioned to the statutory grouping ...... 


Tentative Apportionment on the Basis of 
Gross Income 


R h 








and devel apportioned 
to sources within the United States (residual 
grouping) 











$190,000 
$90,000 x ——_—____________—_ ...... $85,500 
($140, peelhtoeins 000 +- $10,000) 
R h and devel apportioned 
to sources within country Y (statutory grouping) 
$90,000 x ————_—________—_ 4,500 
($140,000-+- $50,000 -+-$10,000) 
Of which— 
Apportioned to the residual grouping ...... 85 500 
Apportioned to the statutory grouping ...... 4,500 


The total research and development ex- 
pense apportioned to the statutory group- 
ing ($4,500) under the gross income 
method is 40 percent of the amount appor- 
tioned to the statutory grouping under the 
sales method. Thus, X may use Option Two 
of the gross income method (paragraph 
(e) (3) (iii) (B) of this section) and appor- 
tion to the statutory grouping fifty percent 
(50% ) of the $11,250 apportioned to that 
grouping under the sales method. Thus, X 
apportions $5,625 of research and develop- 
ment expense to the statutory grouping. 
Example (5)—Research and Develop- 
ment—(i) Facts. Assume the same facts 
as in example (3) except that in 1978 X 
continues its sales of the new engines, with 
sales of $600,000 in the United States and 
$400,000 by subsidiary Y. X also acquires 
a 60 percent ownership interest in foreign 
corporation Z and a 100 percent owner- 
ship interest in foreign corporation C. X 
transfers its engine technology to Z for a 
royalty equal to 5 percent of sales, and X 
enters into a cost-sharing arrangement with 
C to share the funding of all of X’s re- 
search activity. In 1978, corporation Z has 
sales in country Z equal to $1,000,000. x 
incurs expense of $80,000 on research and 
development in 1978, and in addition, X 
performs $15,000 of research on gasoline 


envines which was funded by the cost- 
sharing arrangement with C. All of Z’s 
sales are from the product category. Ma- 
chinery, except electrical (SIC Major 
Group 35). X performs all of its research 
in the United States and $20,000 of its 
expenditure of $80,000 is made solely to 
meet noise pollution standards mandated 
by the United States Government. X estab- 
lishes, to the satisfaction of the Com- 
missioner, that the expenditure in response 
to noise pollution standards is not ex- 
pected to generate gross income (beyond 
de minimis amounts) outside the United 
States. 

(ii) Allocation. The $20,000 of re- 
search expense which X incurred in con- 
nection with U.S. noise pollution standards 
is definitely related and thus allocable to 
the residual grouping, gross income from 
sources within the United States. The re- 
maining $60,000 in research and develop- 
ment expenditure incurred by X is defi- 
nitely related to all gasoline engines and 
is therefore allocable to the class of gross 
income to which the engines give rise, 
gross income from sales in the United 
States, dividends from country Y, and 
royalties from country Z. No part of the 
$60,000 research expense is allocable to 
dividends from country C because corpora- 
tion C has already paid, through its cost- 
sharing arrangement, for research activity 
performed by X which may benefit C. 

(iii) Apportionment. For purposes of 
applying the overall limitation, the statu- 
tory grouping is gross income from sources 
within countries Y and Z, and the residual 
grouping is gross income from sources 
within the United States. X’s deduction of 
$60,000 for its research and development 
expenditure must be apportioned between 
these groupings. Because more than 50 
percent of the research and development 
was performed in the United States, 40 
percent (in 1978) of the $60.000 deduction 
can be apportioned exclusively to the resid- 
ual grouping. The remaining 60 percent 
of the deduction can then be apportioned 
between the residual and the statutory 
grouping on the basis of sales by X, Y, and 
Z. (Alternatively X’s deduction for research 
and development can be apportioned under 
one of the optional gross income methods, 
which are not illustrated in this example 
(see instead examples (3) and (4) ). Since 
X has only a 60 percent ownership interest 
in corporation Z, only 60 percent of Z’s 
sales (60 percent of $1,000,000 or $600,- 
000) are included for purposes of appoint- 
ment. The allocation and apportionment 
for 1978 is as follows: 


X’s total research expense .............. $ 80,000 
Less: 

U.S. Government mandated research di- 

rectly allocated to the residual grouping 


gross income 20,000 


Tentative apportionment on the basis of 
sales 


R - 





and devel tt expense to be 
apportioned between ‘residual and statutory 
groupings of gross income ............s+0 $ 60,000 











it- 


Less: 
Exclusive apportionment of research and 
development expense to the residual group- 
ing of gross income: 





$60,000 x 40 percent .........0.eeeeeees 24,000 
R h and devel to be 
apportioned between ‘the residual and the 
statutory grouping on the basis of sales .... $ 36,000 








Apportionment of research and development 
expense to gross income from sources within 
the United States (residual grouping) : 
$36,000 x -. 13,500 
($600,000-+-$400,000-++ $600,000) 
Apporti of h and d 1 t 
expense to gross income from countries Y 
and Z (statutory grouping) : 
$400,000-+$600,000) 
$36,000 x -. 22,500 
($600,000-+ $400,000-+-$600,000) 
Total: Apportioned deduction for re- 
search and development ($24,000 
QOS OOO): ©. 6osin eis cewedsiccts £ 69 000 

















Of which— 
Apportioned to the residual grouping 


CUE OIA OD on cce stipes cccadecccces 37,500 
Apportioned to the statutory grouping of 
sources within countries Y and Z ......... 22,500 


Example (6)—Research and Develop- 
ment—(i) Facts. X, a domestic corporation, 
manufactures and sells forklift trucks and 
other types of materials handling equipment 
in the United States. The manufacture and 
sale of trucks and other handling equip- 
ment belongs to the product category, 
Transportation equipment (SIC Major 
Group 37). X also sells its forklift trucks 
to a wholesalin subsidiary located in for- 
eign country Y (and title passes in coun- 
try Y), and X manufactures forklift trucks 
in foreign country Z. The wholesaling of 
forklift trucks in country Y belongs to the 
product category, Wholesale trade (SIC 
Major Groups 50 and 51). X performs no 
research with respect to wholesale trade. 
In 1977, X sold $7,000,000 of trucks to 
purchasers in the United States, $3,000,000 
of trucks to the wholesaling subsidiary in 
Y, and truck components with an FOB 
export value of $2,000,000 to its branch 
in Z. The branch’s sales of finished trucks 
were $5,000,000. In response to emission 
control requirements of the United States 
Government, X’s United States research 
department has been engaged in a research 
project to improve the performance and 
quality of engine exhaust systems used on 
its products in the United States. It incurs 
expenses of $100,000 for this purpose in 
1977. In the past, X has customarily 
adapted the product improvements devel- 
oped originally for the domestic market 
to its forklift trucks manufactured abroad. 
During the taxable year 1977, development 
of an improved engine exhaust system is 
completed and X begins installing the new 
system during the latter part of the taxable 
year in products manufactured and sold in 
the United States. X continues to manufac- 
ture and sell forklift trucks in foreign 
countries without the improved engine ex- 
haust systems. 

(ii) Allocation. X’s deduction for its 
research expense is definitely related to 
the income to which it gives rise, namely 
income from the manufacture and sale of 
forklift trucks within the United States and 
in country Z. Although the research is 


undertaken in response to a United States 
Government mandate, it can reasonably be 
expected to generate gross income from 
the manufacture and sale of trucks by the 
branch in Z. Therefore, the deduction is 
not allocable solely to income from X’s 
domestic sales of forklift trucks. It is allo- 
cable to income from such sales and in- 
come from the sales of X’s branch in Z. 
However the deduction for research ex- 
pense is not allocable to the sales of the 
subsidiary in Y, because those sales are 
in a different product category. 

(iii) Appointment. For the method of 
apportionment on the basis of either sales 
or gross income see example (3). However, 
in determining the amount of research 
apportioned to income from foreign and 
domestic sources, the net sales of the 
branch in Z are $3,000,000 ($5,000,000 
less $2,000,000) and the sales within the 
United States are $12,000,000 ($7,000,000 
plus $3,000,000 plus $2,000,000) 

Example (7)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, is a drug company which manufac- 
tures a wide variety of pharmaceutical 
products for sale in the United States. 
Pharmaceutical products belong to the 
product category, Chemicals and_ allied 
products (SIC Major Group 28). X ex- 
ports its pharmaceutical products through 
a domestic international sales corporation 
(DISC). X’s wholly owned foreign sub- 
sidiary Y also manufactures pharmaceuti- 
cal products. In 1977, X has domestic sales 
of $10,000,000, the DISC has sales of 
$3,000,000, and Y has sales of $5,000,000. 
In that same year, 1977, X incurs expense 
of $200,000 on research to test a product 
in response to requirements imposed by the 
United States Food and Drug Adminis- 
tration (FDA). X is able to show that, 
even though country Y imposes certain 
testing requirements on pharmaceutical 
products, the research performed in the 
United States is not accepted by country 
Y for purposes of its own licensing require- 
ments, and the research has minimal use 
abroad. X is further able to show that its 
DISC sells goods to countries which do not 
accept or do not require research per- 
formed in the United States for purposes 
of their own licensing standards. 

(ii) Allocation. Since X’s research ex- 
pense of $200,000 is undertaken to meet 
the requirements of the United States Food 
and Drug Administration, and since it is 
reasonable to expect that the expenditure 
will not generate gross income (beyond de 
minimus amounts) outside the United 
States, the deduction is definitely related 
and thus allocable to the residual grouping. 

(iii) Apportionment. No apportionment 
is necessary since the entire expense is 
allocated to the residual grouping, gross 
income from sales within the United States. 

Example (8)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, is engaged in continuous research 
and development to improve the quality 
of the products that it manufactures and 
sells, which are floodlights, electric fans, 
television sets, and storage batteries. X in- 
curs and deducts $100,000 of expenditure 
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for research and development in 1977 
which was performed exclusively in the 
United States. As a result of this research 
activity, X acquires patents which it uses 
in its own manufacturing activity. X li- 
censes its floodlight patent to Y and Z, 
uncontrolled foreign corporations, for use 
in their own territories, countries Y — zZ, 
respectively. Corporation Y pays an 
arm’s length royalty of $3, 000 po nt 0. 20 
for each floodlight sold. Sales of floodlights 
by Y for the taxable year are $135,000 (at 
$4.50 per unit) or 30,000 units, and the 
royalty is $9,000 ($3, 000 + $0.20 x 
30,000). Y has sales of other products of 
$500,000. Z pays X an arm’s length Toyalty 
of $3.000 plus $0.30 for each unit sold. 
Z manufactures 30,000 floodlights in the 
taxable year, and the royalty is $12,000 
($3,000 + $0.30 x 30,000). The dollar 
value of Z’s floodlight sales is not known 
and cannot be reasonably estimated be- 
cause, in this case, the floodlights are not 
sold separately by Z but are instead used 
as a component in Z’s manufacture of light- 
ing equipment for theatres. The sales of all 
Z’s products, including the lighting equip- 
ment for theatres, are $1,000,000. Y and 
Z each sell the floodlights exclusively within 
their respective countries. X’s sales of 
floodlights for the taxable year are 
$500,000 and its sales of its other prod- 
ucts, fans, televisions, and batteries, are 
$400,000. X has gross income of $500,000, 
consisting of gross income from domestic 
sources of $479,000, and royalty income of 
$9,000 and $12,000 from foreign corpora- 
tions Y and Z respectively. 

(ii) Allocation. X’s research and devel- 
opment expenses are definitely related to 
all of the products that it produces, which 
are flood lights, electric fans, television sets, 
and storage batteries. All of these products 
are in the same broadly defined product 
category, Electrical and electronic ma- 
chinery, equipment, and supplies (SIC 
Major Group 36). Thus, X’s research and 
development expenses are allocable to all 
items of income attributable to this prod- 
uct category, domestic sales income and 
royalty income from the foreign countries 
in which corporations Y and Z operate. 

(iii) Apportionment. Since X uses the 
overall limitation for calculating the for- 
eign tax credit, the statutory grouping of 
gross income is royalty income from coun- 
tries Y and Z. The residual grouping is 
gross income from sources within the 
United States. X’s deduction of $100,000 
for its research expenditures must be 
apportioned between the groupings. For 
apportionment on the basis of sales in ac- 
cordance with paragraph (e) (3) (ii) of 
this section, X is entitled (in 1977) to an 
exclusive apportionment of 50 percent of 
its research and development expense to 
the residual grouping, gross income from 
sources within the United States, since 
more than 50 percent of the research ac- 
tivity was performed in the United States. 
The remaining 50 percent of the deduction 
can then be apportioned between the 
residual and statutory groupings on the 
basis of sales. Since Y and Z are unrelated 
licensees of X, only their sales of the 
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licensed product, floodlights, are included 
for purposes of apportionment. Floodlight 
sales of Z are unknown, but are estimated 
at ten times royalties from Z, or $120,000. 
All of X’s sales from the entire product 
category are included for purposes of ap- 
portionment on the basis of sales. Alterna- 
tively, X may apportion its deduction on 
the basis of gross res in accordance 
with paragraph (e) ( 3) (iii) of this section. 
The apportionment for 1977 is as follows: 


Tentative Apportionment on Gross Income 
Sales 


Research and development expense to be ap- 
portioned between statutory and residual 
groupings of gross income 

Less: 

Exclusive apportionment of research and de- 
velopment expense to the residual grouping 
of gross income 

$100,000 X 50 percent .........eeeeeeee 

Research and development expense to be ap- 
portioned between the statutory and residual 
groupings of gross income on the basis of 
sales 


$100,000 


50 000 


$ 50.000 





Apportionment of research and development 
expense to the residual grouping of gross 
income 

$900,000 
$50,000 x 
($900,000 + $135,000 + $120, 000) 

Apportionment of research and development 
expense to the statutory grouping, royalty 
income from countries Y and Z 


$135,000 + $120,000 
$50,000 x 


($900,000 + $135,000 + $120,000) 
Total: Apportioned deduction for research and 
I, sen wan iisiaescnbaWnsbinessceeebe 


Of which— 
Apportioned to the residual grouping 
$50,000 -- $88,961) .....ccccccccsscoeee 


Apportioned to the statutory grouping of 
sources within countries Y and Z 





38,961 








88,961 
11,039 


Tentative Apportionment on Gross Income 

Basis 

Apportionment of research and development 
expense to the residual grouping of gross 


income 
$479,000 
$100,000 x 





$500,000 
Apportionment of research and development 
expense to the 2 grouping, royalty 
income from Y and 


($9, 000 + $12,000) 
$100,000 * ———————_ ss 
$500,000 
Of which— 
Apportioned to the residual grouping ..... 


Apportioned to the statutory grouping of 
sources within countries Y and Z 


95,800 
4,200 


Since X’s apportionment on the basis of 
gn2 income to the statutory grouping, 
4,200, is less than 50 percent of its appor- 
tionment on the basis of sales to the statu- 
tory grouping, $11,039 it may use Option 
Two of paragraph (e) (3) (iii) (B) of this 
section and apportion $5,520 (50 Percent 
of $11,039) to the statutory grouping. 
Example (9).—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, manufactures ‘and sells commercial 
amounts of individual products A, B, and 
C each of which is identified with a 7- digit 
code in the Numerical List of Manufac- 
tured Products, and all of which are con- 
tained in one broad product category. 
Transportation equipment (SIC Major 
Group 37). X’s wholly owned foreign sub- 
sidiary, Y, manufactures and sells commer- 
cial amounts of transportation equipment 
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products A, B, and D. X’s wholly owned 
foreign subsidiary Z manufacturers and 
sells commercial amounts of transportation 
equipment product C. In 1978, X incurs 
expense of $100, 000 on research and devel- 
opment performed in the U.S. and has do- 
mestic sales of $5,000,000 of which product 
A accounts for $2, 000, 000, product B ac- 
counts for $2,500, 000, and product C ac- 
counts for $500, 000. Y has foreign sales of 
$1,000,000, and Z has foreign sales of 
$500,000. X challenges the allowable 
amount of 40 percent of its research and 
development expenditure that is appor- 
tioned exclusively to the residual grouping, 
gross income from domestic sales. For pur- 
poses of apportionment on the basis of sales, 
X contends that it is entitled to a larger 
exclusive apportionment because its re- 
search has very limited and long delayed 
application outside the United States. X 
establishes to the satisfaction of the Com- 
missioner that, while it has regularly li- 
censed Y, Z cannot reasonably be expected 
to benefit from X’s research, either directly 
or indirectly through X or Y. X further 
establishes, to the satisfaction of the Com- 
missioner, that the individual products 
manufactured and sold by Y, namely A and 
B, which are also manufactured and sold 

y X account for 90 percent of X’s sales 
(82, 000,000 + $2,500,000/ ($5,000,000) 

90 percent) ; and that there is a delay 
of about 4.7 years between the time X ap- 
plies research to its domestic sales and then 
makes it available to Y. 

(ii) Allocation. X’s research is definitely 
related to the Transportation equipment 
product category and thus allocable to all 
income from that category. 

(iii) Apportionment. Since X computes 
the limit on its foreign tax credit under the 
overall method, there is one statutory 
grouping, gross income from sources outside 
the United States, and one residual group- 
ing, gross income from sources within the 
United States. Tire research and develop- 
ment deduction is apportioned between 
these two groupings. In determining 
whether the 40 percent exclusive appor- 
tionment prescribed in paragraph (e) (3) 
(ii) (A) of this section must be applied to 
this particular taxpayer, the following 
analysis is made. In this analysis, Z’s sales 
of product C are ignored. 


Calculation of exclusive apportionment on 
basis of prescribed percentage : 


X’s total deduction for research and devel- 
CPMORE cocncccsevcccccecccccccevecccsevccs $100,000 
Tentative exclusive apportionment of research 
and development expense to the residual 
grouping of gross income 
$100,000 XK 40 percent ......ceeeeeeeeees 40,000 


Calculation of exclusive apportionment on 
the basis of facts and circumstances 


Factor One: 

Only 90 percent of X’s product category is 
manufactured and sold by foreign sub- 
sidiary — Y; therefore 10 _ percent of X's 
and should 
be apportioned eaclusively to the residual 

grouping of gross income 

$100,000 x 10 percent Picveasedpances $ 10,000 

a and devel it ex- 


nse 
$100,000 — $10,000 = $90,000 











Factor Two: 

There is a delay of 4.7 years between the 
time X applies its successful research and 
development to the domestic market and 
it is applied by its foreign subsidiary Y; 
based on a calculation of present value at 
the safe haven discount rate of 10 per- 
cent per year of delay, the contribution 
of and develop t to the de- 
layed foreign sales is approximately 36 
percent less than its contribution to 
domestic sales. Therefore, 36 , Percent of 
X's remaining h and d 
expense should be apportioned exclusively 
to the residual grouping of gross income 

$90,000 XK 36 percent .......seeeeeeees $ 32,400 











Total: 
Exclusive apportionment of research and de- 
to the idual group- 

ing based on an ey of the two 
factors ($10,000 + $32,400 











The exclusive apportionment to the resid- 
ual grouping of gross income of $42,400 
that is based on an analysis of X’s facts ‘and 
circumstances is not substantially different 
from the exclusive apportionment of 
$40,000 provided by the 40 percent exclu- 
sive apportionment available to all taxpay- 
ers. Since X has not demonstrated facts and 
circumstances that would justify a substan- 
tially different exclusive apportionment 
than the 40 percent figure, the 40 percent 
exclusive apportionment stands. The re- 
maining 60 percent of X’s research and de- 
velopment expense is apportioned on the 
basis of total sales of X and Y. (Alterna- 
tively, X’s deduction for research and de- 
velopment can be apportioned under one 
of the optional gross income methods, 
which are not illustrated in this example; 
see instead examples (3) and (4).) 

Example (10)—Research and Develop- 
ment—(i) Facts. The facts are the same as 
example (9), and there are no other mate- 
rial facts except that X establishes to the 
satisfaction of the Commissioner that for- 
eign subsidiary Y sells 80 percent of the 
broad product category sold by X; and that 
there is a delay of about 5.7 years between 
the time X applies research in generating 
domestic sales and the time Y applies re- 
search in generating foreign sales. 

(ii) Allocation. X’s research is definitely 
related to the Transportation equipment 
product category and thus allocable to all 
income from that category. 

(iii) Apportionment. Since X computes 
its foreign tax credit limit under the over- 
all method, there is one statutory grouping, 
gross income from outside the United 
States, and one residual grouping, gross in- 
come from within the United States. The 
research and development deduction is ap- 
portioned between the two groupings. In 
determining whether the 40 percent exclu- 
sive apportionment must be applied to this 
particular taxpayer, the following analysis 
is made. 


Calculation of exclusive apportionment on 
basis of prescribed percentage 
X’s total deduction for research and devel- 





GPMBEE. i eincicccivecswdecdteedecouewevess $100,000 
Tentative exclusive apportionment of research 
and devel Pp to the residual 
grouping of | gross income 
$100,000 XK 40 percent ......scceeeseeeee 40,000 








ing 


all 


ites 
er- 
ng; 
ted 
in- 
he 
ap- 
slu- 
this 
ysis 


Calculation of exclusive apportionment on 
basis of facts and circumstances 


Factor One: 

Only 80 percent of X’s product category is 
manufactured and sold by foreign subsidi- 
ary Y; therefore 20 percent of X’s re- 
search and devel should 
be apportioned exclusively to the residual 
grouping of gross income 








$100,000 X 20 percent ..............+. $ 20,000 
Remaining h and develop ex- 
pense 
$100,000 — $20,000 = $80,000 
Factor Two: 


There is a delay of 5.7 years between the 
time X applies its successful research 
and development to the domestic market 
and the time it is applied by its foreign 
subsidiary Y; based on a calculation of 
present value at the safe haven discount 
rate of 10 percent per year of delay, the 
contribution of h and develop 
to the delayed foreign sales is approxi- 
mately 42 percent less than its contribu- 
tion to domestic sales. Therefore 42 
percent of X’s remaining research and 

P should be appor- 

tioned coolnledly to the residual group- 

ing of gross income 
$80,000 X 42 percent ...........00000e $ 33,600 








Total: 
Exclusive apporti of h and 

development expense to the residual 

grouping based on an analysis of the two 

factors ($20,000 + $33,600) ............. $ 53,600 





The exclusive apportionment to oe resid- 
ual grouping of gross income of $53,600 
that is based on an analysis of X’s facts 
and circumstances is substantially different 
from the exclusive apportionment of 
$40,000 provided by the 40 percent exclu- 
sive apportionment available to all taxpay- 
ers. Since X has demonstrated, to the satis- 
faction of the Commissioner, that its facts 
and circumstances justify a substantially 
higher exclusive apportionment, the Com- 
missioner allows X to apportion exclusively 
$53,600 of its research expenses to the resid- 
ual grouping, gross income from sources 
within the United States. The remaining 
$46,400 of X’s research and development 
expense is apportioned on the basis of total 
sales, but X’s domestic sales are adjusted to 
exclude sales of those products not sold 
abroad. Since only 80 percent of X’s prod- 
uct category is sold abroad by Y, only 80 
percent of X’s domestic sales are included 
in the apportionment. (Alternatively, X’s 
deduction for research and development 
can be apportioned under one of the op- 
tional gross income methods illustrated in 
examples (3) and (4).) The apportion- 
ment for 1978 is as follows: 








R h and devel t expense to be ap- 
portioned between residual and statutory 
groupings of gross income ............+++- $100,000 

Exclusive apporti t of h and de- 
velopment expense to the residual grouping 
GE QIOGS IMCOME 2.0 occ ccccccccccccccccece 53,600 





h 








Remaining and develop Pp 
to be apportioned between residual and stat- 
utory groupings of gross income on basis 

of comparable sales ..........-seeeee eens 46,400 

Apportionment of 

expense to the residual grouping, gross in- 
come from within the United States 
($5,000,000 x .80) 











$46,400 < ° 37,120 
($5,000,000 « .80 + $1,000,000) ” 
Apportionment of h and de Pp 


expense to thg statutory grouping, gross 
income from outside the United States 


$1,000,000 
$46,400 x 5 9,280 
($5,000,000  .80 + $1,000,000) 


Total: Apportioned deduction for research 
MG MOONE. ooh ccdkticiscwspbescince $100,000 


Of which— 


Apportioned to the residual grouping 
($53,600 + $37,120) 
Apportioned to the statutory grouping .... 9,280 


Example (11)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, and Y, its domestic subsidiary, manu- 
facture and sell computers and other items 
of office equipment, all of which are con- 
tained in one broad product category, Elec- 
trical and electronic machinery, equipment 
and supplies (SIC Major Group 36). Many 
of the same products are manufactured by 
X’s foreign subsidiary Z (in country Z), 
using the technology of X or Y, and certain 
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patents are licensed t uncontrolled foreign 
corporations L and \‘ (in countries L and 
M, respectively). For purposes of justifying 
an exclusive apportionment in excess of 30 
percent in 1979, X seeks to establish that 
its research has long delayed application 
outside the United States. Substantially all 
of X’s successful research finds its applica- 
tion in new products. X establishes, to the 
satisfaction of the Commissioner, that the 
following table accurately portrays the his- 
tory of commercial introduction of those 
particular products which, in the year 
1979, were both manufactured in the 
United States by X or Y, and are either 
manufactured abroad by Z, or licensed 
abroad to L or M. In identifying particular 
products, X is not restricted to the 7-digit 
products listed in Numerical List of Manu- 
factured Products. 











Year first Year first 
commercially commercially 
1979 U.S. sales of manufactured manufactured Delay in applying 
an in the U.S. abroad by Z, or research outside 
(millions of dollars) by X or Y licensed to L or M__ the U.S. (years) 
Ls BCC TT oe $130 1972 1974 2 
ee ee 90 1974 1979 5 
PEE. © ccccasesd. vgasbeucess 10 1969 1978 9 
PUREE @ ccsccicvccntcasbenssas 50 1970 1973 3 
Sales of products manufactured 
domestically and moe sa cKe 280 
Sales of prod no f. 
tured or licensed abroad PPT y. 55 
Total sales of X and Y ....... 335 


(ii) Allocation. X’s research is definitely 
related to the Electrical and electronic ma- 
chinery, equipment and supplies category, 
and thus allocable to al! income from that 
category. 

(iii) Apportionment. On the basis of the 
facts established by X, the average delay 
between_X’s application of research findings 
in the United States and abroad may be 
estimated as 3.4 years (weighted on the 
basis of sales) : 


( (2 yrs. x $130) + (5 yrs. x $90) 
(9 yrs. x $10) + (3 yrs, x $50) } 
($130 + $90 + $10 + $50) 


If the Commissioner is satisfied that the 
estimate of 3.4 years accurately reflects the 
delay between X’s application of its re- 
search findings in the United States and 
abroad, such estimate may be accepted for 
purposes of justifying an exclusive appor- 
tionment in excess of 30 percent in 1979. 


Example (12)—Research and Develop- 
ment—(i) Facts. The facts are the same as 





*.. 3.4 years 


in example (11) and there are no other 
material facts except that, in addition to 
its research on new products, X also con- 
ducts research on improving the processes 
for manufacturing its standard computer 
components. X is able to establish that, in 
1979, its research and development ex- 
penses of $7,000,000 may be reasonably 
divided into $5,000,000 for new product 
research and $2,000,000 for new process 
research. (If X is not able to establish 
clearly the portion of its research expendi- 
tures which is attributable to new process 
research, the determination of an average 
delay shall be made solely on the basis of 
the average delay for introducing new 
products abroad.) X further establishes, to 
the satisfaction of the Commissioner, that 
the following table accurately portrays the 
history of commercial application of previ- 
ously developed processes which, in 1979, 
are both used in manufacturing products in 
the United States by X or Y, and are 
either used in manufacturing products 
abroad by Z, or licensed for manufacturing 
products abroad by L or M 








1979 U.S. sales 

of X and Y of Year Year Delay in 

products manu- process first process first applying 

factured using commercially commercially research 

the process applied in applied abroad outside 

(millions of the U.S. or licensed the U.S. 

dollars) by X or Y to LorM (years) 
PUNGEES © cc cdescccecdvesetesise $45 1970 1979 9 
Wappen Gos cn céccscannasbaetnae 20 1975 1976 1 
PIN © cccccacasseccaheasenes 60 1975 1972 —3 
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(ii) Allocation. X’s research on new 
processes as well as new products is defi- 
nitely related to the Electrical and elec- 
tronic machinery, equipment and supplies 
category, and thus allocable to all income 
from that category. 

(iii) Apportionment. On the basis of the 
facts established by X, the average delay 
between X’s application of research findings 
to the use of new manufacturing processes 
in the United States and abroad may be 
estimated as 2.0 years (weighted on the 
basis of sales) : 


[(9 yrs. x $45) + (lyr. x $20) + (—3 yrs. x $60) ] 
($45 + $20 + $60) 





On the basis of the estimate of an average 
2.0 year delay in introducing new processes 
abroad, and a 3.4 year delay in introducing 
new products abroad (from Example 
(11)), and on the basis of the division of 
research expense between new process tech- 
nology ($2,000,000) and new product tech- 
nology ($5,000,000), the overall delay be- 
tween X’s application of research findings 
in the United States and abroad may be 
estimated as 3.0 years: 


[ (2.0 yrs. x $2,000,000) + (3.4 yrs. x $5,000,000) ] 


($2,000,000 + $5,000,000) 
Paabeasang ee ana exaew 3.0 years 





If the Commissioner is satisfied that the 
estimate of 3.0 years accurately reflects the 
delay between X’s application of its re- 
search findings in the United States and 
abroad, such estimate may be accepted for 
purposes of justifying exclusive apportion- 
ment in excess of 30 percent in 1979 

Example (13)—-Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, manufactures and sells electronic com- 
puter Model A in the United States. X per- 
forms research in the United States with 
particular emphasis on improving the char- 
acteristics of its Model A computer. Y, a 
foreign subsidiary of X, manufactures and 
sells electronic computer Model B_ in 
France. For purposes of justifying an exclu- 
sive apportionment in excess of 30 percent 
in 1979, X seeks to establish that its re- 
search has more limited application in 
France than in the United States. X estab- 
lishes that the Model A computer works at 
substantially faster speeds, and otherwise 
has markedly superior characteristics, than 
the Model B computer. 

(ii) Allocation. X’s research is definitely 
related to the Electrical and electronic ma- 
chinery, equipment and supplies category 
(SIC Major Group 36), and thus allocable 
to all income from that category. 

(iii) Apportionment. Electronic compu- 
ters are an individual product enumerated 


as product number 3573100 (electronic 
computers, except ne ae eripheral 
equipment, and parts) in the Numerical 


List of Manufactured Products. The Nu- 
merical List groups Model A and Model B 
computers together under the same product 
heading. On the basis of these facts, X does 
not have a more limited application of its 


research in France than in the United 
States. 


Example (14)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, produces a variety of chemical prod- 
ucts used in the further manufacture of 
synthetic fibers, plastics, paints, fertilizers 
and explosives. Chemical products are in 
the category, Chemicals and allied prod- 
ucts (SIC Major Group 28). X has total 
sales of its chemical products of $5,000,000 
in 1978 and incurs expense of $200,000 on 
research and development performed in the 
United States which it deducts as a current 
expense. In 1978, X licenses unrelated for- 
eign corporation Y to‘use one of X’s chemi- 
cal patents in the manufacture of chemical 
A. The research and development leading 
to this particular patent was performed by 
X between 1955 and 1960. Corporation Y 
manufactures and sells chemical A as well 
as other products in country Y. Y has sales 
of $500,000 of chemical A in 1978. It pays 
X a royalty of 2 percent of sales for use of 
the patent. 


(ii) Allocation. X’s expenditures for re- 
search and development are definitely re- 
lated to the product category. Chemicals 
and allied products (SIC Major Group 
28), and thus allocable to the income re- 
lated to it, domestic sales income and for- 
eign royalty income. 

(iit) Apportionment. X computes its for- 
eign tax credit limit under the overall 
method. The statutory grouping is gross in- 
come from sources outside the United 
States and the residual grouping is gross 
income from sources within the United 
States. Forty percent of X’s deduction for 
research and development is apportioned 
exclusively (in 1978) to the residual group- 
ing of gross income since the work was per- 
formed in the United States. The remain- 
ing 60 percent of the deduction is appor- 
tioned between the residual and statutory 
groupings on the basis of sales by X and 
Y. Since Y is an uncontrolled licensee of 
X, only its sales of chemical A are included 
for purposes of apportionment. (Alterna- 
tively, X could apportion its research and 
development deduction on the basis of one 
of the gross income optional methods illus- 
trated in examples (3) and (4).) The ap- 
portionment, on a sales basis, for 1978 is 
as follows: 


Tentative Apportionment on the Basis of 





Sales 

R h and devel t expense to be 
apportioned between ‘residual and statutory 
groupings of gross income .........e-se00+8 $200,000 
Less : 

Exclusive apporti of h and de- 





velopment expense to the residual grouping 
of gross income 














_, $200, 000 x 40 ‘Percent samdveteesersciadcers 80,000 
aad to be 
sopeanabe between ded and statutory 
groupings on the basis of sales ............ 120,000 
Apportionment of h and develop t 
expense to the residual grouping of gross 
income 
$5,000,000 
$120,000 x ———_—___—_—_—_................ 109,091 


($5,000 ied eg 000), 





Apportionment of develop t 
expense to the statutory Suk of gross 
income 





$500,000 
$120,000 x ———_——__—_——__............ 10,909 
($5,000,000 -+-$500,000) 
Total: Apportioned deduction for research 
and development ............eeeeeee: $200.000 

Of which— 

Apportioned to the residual grouping 

($80,000 + $109,091) ............. cece eee 189,091 

Apportioned to the statutory grouping .... 10,909 


Example (15)—Research and Develop- 
ment——(i) Facts. X, a domestic corpora- 
tion, manufactures heating equipment. 
Heating equipment is within the product 
category, Fabricated metal products, except 
machinery and transportation equipment 
(SIC Major Group 34). X incurs expense 
of $200,000 in 1978 on a successful re- 
search project that results in the develop- 
ment of an energy saving furnace. X also 
incurs expense of $50,000 on basic research 
which cannot be reasonably related to any 
product category. All of the research is per- 
formed in the United States. X has domes- 
tic sales of heating equipment of $500,000 
in 1978 on which it earns gross income of 
$200,000, but has no sales of the new fur- 
nace since its production is deferred until 
1979. In 1978, X transfers its new furnace 
technology to uncontrolled foreign corpora- 
tion Y, which manufactures and sells heat- 
ing equipment in addition to other fabri- 
cated metal products in a foreign country 
X receives a lump-sum payment of $25,000 
for the sale of the technology. X has a 40 
percent ownership interest in Y. The heat- 
ing equipment sales of Y for 1978 are un- 
known and cannot be reasonably estimated, 
but it is known that Y has no sales of the 
new furnace. X also has a wholly owned 
foreign subsidiary, Z, which operates hotels 
in the same foreign country in which Y op- 
erates. Hotels are in the product category. 
Other services (SIC Major Groups 70, 72, 
73, 75, 76, 78, 79, 80, 81, 82, 83, 84, 86, 
88, and 89). X receives $100,000 in divi- 
dends from Z in 1978, and Z has receipts 
of $1,000,000. 

(ii) Allocation. X’s research on heating 
equipment is definitely related to the prod- 
uct category, Fabricated metal products, 
except machinery and transportation equip- 
ment, and the deduction of $200,000 for 
research on heating equipment thus is allo- 
cable to all items of income related to that 
product category, domestic sales income 
and the lump sum technology transfer pay- 
ment. X’s basic research is related to all 
products and the deduction of $50,000 for 
basic research thus is allocable to all of X’s 
income. 


(iii) Apportionment. Since X uses the 
overall method to compute the limit on its 
foreign tax credit there is one statutory 
grouping, gross income from sources out- 
side the United States. and one residual 
grouping, gross income from sources within 
the United States. Under the sales method, 
X can exclusively apportion 40 percent (in 
1978) of its deduction for research and de- 
velopment to the residual grouping since 
more than 50 percent of its research activ- 
ity was performed in the United States. 
The rest of the deduction may be appor- 
tioned on the basis of sales. Since foreign 
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corporation Y’s sales of heating equipment 
are unknown, they are estimated at 10 
times the lump-sum payment of $25,000 
made by Y to X for the purchase of the 
new heating equipment technology, or 
$250,000. (Alternatively, X may apportion 
its research expense under one of the op- 
tional gross income methods.) The appor- 
tionment for 1978 is as follows: 


Tentative Apportionment of the Basis of 
Sales 





R h and devel it exp on furnace 

to be apportioned between residual and statu- 

tory groupings of gross income .............. $200,000 
Less: 


Exclusive apportionment of research and de- 
velopment expense on furnace to the residual 
grouping of gross income 

$200,000 x 40 percent .........cceeeeeeees 80,000 
R h and devel Pp on furnace 
to be apportioned between residual and statu- 
tory groupings of gross income on the basis 
PL SOC CORRE TOT OT eer Te REET $120,000 
Apporti t of h and devel t 
expense on furnace to the residual grouping 
of gross income 

$500,000 


($500,000 + $250,000) 
Apportionment of research and development 
expense on furnace to the statutory grouping 
of gross income 











$120,000 x ————__________ ............ 80,000 


$250,000 


($500,000 + $250,000) 
Total: Apportioned deduction for research and 
development on furnace ...........- $200,000 


$120,000 x 





seececcees 40,000 





Basic research expense to be apportioned be- 
tween residual and statutory groupings of 
POND. BROOMS. oc vincivvcccccncdcedevecccciases 
Less: 
Exclusive apportionment of basic research to 
the residual grouping of gross income 

POPIOe BME POTOONE oc vc iceccecdvisscccces 20,000 
Basic research to be apportioned between 
residual and statutory groupings of gross 
income on the basis of sales .............+ 30,000 


50,000 





Apportionment of basic research expense to 
the residual grouping of gross income 
$30,000 x 3 8,571 
($500,000 +-$250,000-+-$1,000,000) 
Apportionment of basic research expense to 
the statutory grouping of gross income 
($250,000-+ $1,000,000) 
$30,000 x _ 21,429 
($500,000 + $250,000 -+ $1,000,000) 
Total: Apportioned deduction for basic 
BOSCOTGR coccccvecccaccesecesccccccces $ 30,000 


Total: Apportioned deduction for research 
and development on furnace and basic 























POBORIGN occ ccoucccscgncocccescetscace $250,000 
Of which— 
Apportioned to the residual grouping 
+ $80,000 + $20,000 + $8,571).. $188,571 


Apportioned to the statutory grouping 
($40,000 + $21,429) ........ceceeceeeeeee 61,429 


Tentative Apportionment on the Basis of 
Gross Income 





Apportionment of h and devel 
expense to the residual grouping of gross 
income 
$200,000 
$250,000 x $153,846 





($200,000 + 825,000 + $100,000) * 











Apporti 
expense to the statutory Bae of | gross 
income 
($25,000-+-$100,000) 
$250,000 x $ 96,154 


($200,000+$25,000-++$100,000) 


The apportionment to the ‘statutory group- 
ing under the gross income method 
($96, 154) is greater than 50 percent of the 
apportionment under the sales method 


($30,714). Thus, X may apportion either 
the amount determined under the optional 
gross income method or the amount deter- 
mined under the sales method to the statu- 
tory grouping. In either case, X’s appor- 
tionment to the statutory grouping exceeds 
its lump-sum receipt for the sale of tech- 
nology and must be partly applied against 
its dividends from Z. 

Example (16)—Research and Develop- 
ment—(i) Facts. X, a domestic corpora- 
tion, is a manufacturer of roller bearings 
for use in bicycles. Roller bearings are 
within the product category, Machinery, 
except electrical (SIC Major Group 35). 
In 1977, X performs research and develop- 
ment in the United States in an attempt to 
develop an improved roller bearing suitable 
for use in racing bicycles. X incurs expense 
of $50,000 for this purpose and deducts 
this amount as a current expense. In 1977, 
X has domestic roller bearing sales of 
$500,000. X’s wholly owned subsidiaries, Y 
and Z, also manufacture and sell roller 
bearings in foreign country Y and Puerto 
Rico, respectively, and can reasonably be 
expected to benefit from X’s research con- 
nected with Machinery, except electrical. 
Corporation Y performs certain preliminary 
manufacturing activity for corporation Z 
which, in turn, finishes the manufacturing 
work on the roller bearings purchased from 
Y. In 1977, Y has total roller bearing sales 
of $500,000, $250,000 in country Y an 
$250,000 to corporation Z in Puerto Rico. 
Corporation Z has roller bearing sales of 
$400,000 in the same year. 


(ii) Allocation. The research and devel- 
opment expenditures were incurred in con- 
nection with the manufacture of roller 
bearings. Thus, they are definitely related 
and allocable to the income to which they 
give rise, namely income from the manu- 
facture and sale of roller bearings in the 
United States, country Y, and Puerto Rico. 

(iii) Apportionment. For purposes of ap- 
plying the per-country limitation, the stat- 
utory groupings are gross income from 
manufacturing in country Y and Puerto 
Rico, and the residual grouping is gross 
income from manufacturing within the 
United States. X’s deduction must be ap- 
portioned between these three groupings. 
Because more than 50 percent of X’s re- 
search and development activity was per- 
formed in the United States, for purposes 
of apportionment on the basis of sales, 50 
percent of that deduction is apportioned 
exclusively (in 1977) to the residual group- 
ing, gross income from within the United 
States. The remainder of the deduction can 
be apportioned on the basis of sales of X, 
Y, and Z. In calculating the apportionment, 
however, the purchases of Z from corpora- 
tion Y are subtracted from Z’s sales. For 
purposes of apportionment, Z’s sales are 
$150,000 ($400,000 less $250,000). The 
apportionment for 1977 is as follows: 


Tentative Apportionment on the Basis of 
Sales 





Research and devel t to be 
apportioned between residual and statutory 
groupings of gross income ..........-seeeees $ 50,000 
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Less: 
Exclusive apportionment of research and de- 
to the grouping of 
gross income 
$50,000 x SO percent ..........eececceeees 25,000 
R h and devel p to be 


apportioned between residual and statutory 
groupings of gross income on the basis of 








sales ...... iaeccevsethehedeaksVeseecseveeds $ 25,000 
Apporti of h and devel 
expense to the residual grouping of gross 
income 
$500,000 
$25,000 x a 10,870 
($500, —— ee 000) 


Ap 





expense to the _—— Fs By gross in- 
come from country Y 








$500,000 
$25,000 x a 10,870 
($500,000 + $500,000 + $150,000) 
Apporti of h and develop 


expense to the statutory grouping, gross in- 
come from Puerto Rico 
$400,000— $250,000) 











$25,000 x cae 3,260 
($500,000-+ $500,000 + $150,000) 
Total: Apportioned deduction for research 
and development ............s.sc00. $ 50,000 

Of which— 

Apportioned to the residual grouping 

($25,000 + $10,870) ..........cecceeeeeee 35,870 

Apportioned to the statutory grouping to 

sources within country Y ..........0.+e+s 10,870 


Apportioned to the statutory grouping of 
sources within Puerto Rico ............+. 3,260 


(Alternatively, X could apportion its re- 
search and development expense using one 
of the optional gross income methods in ac- 
cordance with paragraph (e) (3) (iii) of 
this section. ) 

Example (17)—Stewardship Expenses 
(Consolidation)—-(i) Facts. X, a domestic 
corporation, wholly owns M, N, and O, also 
domestic corporations. X, M, N, and O file 
a consolidated income tax return. All the 
income of X and O is from sources within 
the United States, all of M’s income is 
from sources within South America, and 
all of N’s income is from sources within 
Africa. X receives no dividends from M, 
N, or O. During the taxable year, the con- 
solidated group of corporations earned con- 
solidated gross income of $550,000 and in- 
nny total deductions of $370,000 as fol- 
lows: 








Corporation Gross Income Deductions 
x $100,000 $ 50,000 
M 250,000 100,000 
N 150,000 200,000 
oO 50,000 20,000 
Total $550,000 $370,000 














Of the $50,000 of deductions incurred by 
X, $15,000 relates to X’s ownership of M; 
$10, 000 relates to X’s ownership of N; 
$5,000 relates to X’s ownership of O; and 
the entire $30,000 constitute stewardship 
expenses. The remainder of X’s deductions 
($20,000) relates to production of income 
from its plant in the United States. 


(ii) Allocation. In accordance with 
§ 1.1502-4, each corporation must first com- 
pute its separate taxable income for pur- 
poses of computing the limitation on the 
foreign tax credit. X’s deductions of 
$50,000 are definitely related and thus allo- 
cable to the types of gross income to which 
they give rise, namely $25,000 wholly to 
income from sources outside the United 
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States ($15,000 for stewardship of M and 
$10,000 for stewardship of N) and the re- 
mainder ($25,000) wholly to gross income 
from sources within the United States. Ex- 
penses incurred by M and N are entirely 
related and thus wholly allocable to income 
earned from sources without the United 
States and expenses incurred by O are en- 
tirely related and thus wholly allocable to 
income earned within the United States. 
Hence, no apportionment of expenses of 
X, M, N, or O is necessary. For purposes 
of applying the overall limitation, the stat- 
utory grouping is gross income from sources 
without the United States and the residual 
grouping is gross income from sources 
within the United States. As a result of the 
allocation of deductions, X, M, and N have 
separate taxable income (losses) from 
sources without the United States in the 
amounts of ($25,000), $150,000, and 
($50,000), respectively, computed as fol- 
lows: 





x M N 

Foreign gross income $250,000 $150,000 
Less: Deductions 

allocable to 

foreign gross 

income $25,000 100,000 200,000 
Total taxable income 

(loss) ($25,000) $150,000 ($ 50,000) 








Thus, in the combined computation of the 
overall limitation, the numerator of the 
limiting fraction (taxable income from 
sources outside the United States) is 
$75,000 ($150,000 of separate taxable in- 
come of M less $50,000 of losses of N and 
less $25,000 of losses of X). 

Example (18)—Stewardship and Sup- 
portive Expenses—(i) Facts. X, a domestic 
corporation, manufactures and sells phar- 
maceuticals in the United States. X’s do- 
mestic subsidiary S, and X’s foreign sub- 
sidiaries T, U, and V perform similar 
functions in the United States and foreign 
countries T, U, and V, respectively. Each 
corporation derives substantial net income 
during the taxable year. X’s gross income 
for the taxable year consists of: 

Domestic sales income .........+s++see05 $32,000,000 
Dividends from S (before dividends re- 

ceived deduction) 
EE OU DSc 0k chreniecweescedecess 2,000,000 
MES AOE 55.0 concen s o00ctessievinse 
ES, Ee nnn eres 


Royalties from T and U ............0000: 1,000,000 
Fees from U for services performed in the 


NE DEED -Sowcb eee clo ciadsvebeeeKss 1.900.000 
Total gross income ................++ 40,000,000 
Among other deductions, X incurs the 
following : 
Expenses of supervision department .. 1,600,000 
Charitable contributions .............. 100,000 


X’s Supervision Department (the Depart- 
ment) is responsible for the supervision of 
its four subsidiaries and for rendering cer- 
tain services to the subsidiaries, and this De- 
partment provides all the supportive func- 
tions necessary for X’s foreign activities. 
The Department performs three principal 
types of activities. The first type consists of 
services for the direct benefit of U for 
which a fee is paid by U to X. The cost of 
the services for U is $1,000,000. The sec- 
ond type consists of stewardship activities 
which are in the nature of a management 
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review and generally duplicate functions 
performed by the subsidiaries’ own em- 
ployees (and are, therefore, of a type de- 
scribed in § 1.482-2(b) (2) (ii) which would 
not be subject to an allocation under sec- 
tion 482). For example, a team of auditors 
from X’s accounting department periodi- 
cally audits the subsidiaries’ books and pre- 
pares internal reports for use by X’s man- 
agement. Similarly, X’s treasurer periodi- 
cally reviews for the board of directors of 
X the subsidiaries’ financial policies. The 
cost of the duplicative services and related 
supportive expenses is $540,000. The third 
type of activity consists of providing serv- 
ices which are ancillary to the license agree- 
ments which X maintains with subsidiaries 
T and U. The cost of the ancillary services 
is $60,000. ~ 

(ii) Allocation. The Department’s vut- 
lay of $1,000,000 is the basis for the charge 
to U for services rendered, and therefore 
$1,000,000 is allocated to the fees paid by 
U. The remaining $600,000 in the Depart- 
ment’s deductions are definitely related to 
the types of gross income to which they 
give rise, namely dividends from subsidi- 
aries S, T, U, and V and royalties from T 
and U. However, $60,000 of the $600,000 
in deductions are found to be attributable 
to the ancillary services and are definitely 
related (and therefore allocable) solely to 
royalties received from T and U, while the 
remaining $540,000 in deductions are defi- 
nitely related (and therefore allocable) to 
dividends received from all the subsidiaries. 


(iii) Apportionment. For purposes of 
applying the overall limitation, the statu- 
tory grouping is gross income from sources 
outside the United States and the residual 
grouping is gross income from sources 
within the United States. X’s deduction of 
$540,000 for the Supervision Department 
expenses and related supportive expenses 
which is allocable to dividends received 
from the subsidiaries must be apportioned 
between the statutory and residual group- 
ings before the overall limitation may be 
applied. In determining an appropriate 
method for apportioning the $540,000, a 
basis other than X’s gross income must be 
used since the dividend payment policies of 
the subsidiaries bear no relationship either 
to the activities of the Department or to 
the amount of income earned by each sub- 
sidiary. This is evidenced by the fact that 
V paid no dividends during the year, 
whereas S, T, and U paid dividends of $1 
million or more each. In the absence of 
facts that would indicate a material distor- 
tion resulting from the use of such method, 
the stewardship expenses ($540,000) may 
be apportioned on the basis of the gross re- 
ceipts of each subsidiary. 


The gross receipts of the subsidiaries were 


as follows: 

DB spl sgitdecrvedcwcdghncedshad oeteronas $4,000,000 

 vchekinddteds amatages hediccmpes Gundam 3,000,000 

OD réscvdsccOlMekesidebenscxkeanusuurnes 500,000 

DT rtnkr tcc noins re peawseweneeesssasanere 1,500,000 
TOME oscccceccesccscccsvcacesdenes 9,000,000 


Thus, the expenses of the Department are appor- 
tioned for purposes of the overall limitation as 
follows : 





Apportionment of stewardship expenses 
to the statutory grouping of gross 
income: 
($3,000,000 +-$500,000 +- $1,500,000) 
$540,000 x 300,000 
$9,000,000 
Apportionment of supervisory expenses 
to the residual grouping of gross 
income: 
$4,000,000 
$540,000 x — 
9,000,000 
Total: Apportioned stewardship expense $ 540,000 








240,000 


(iv) Allocation and apportionment of 
charitable contributions. Pursuant to para- 
graph (e)(9) of this section, charitable 
contributions are generally treated as de- 
ductions which are not definitely related to 
any gross income and are, accordingly, ap- 
portioned ratably on the basis of gross in- 
come for purposes of the overall limitation 
as follows: 


Apportionment of charitable contribu- 

tions to the statutory grouping of 

gross income: 

($2,000,000 -+-$1,000,000-+-$1,000,000) 
$100,000 x $ 10,000 
$40,000 000 

Apportionment of charitable contribu- 

tions to the residual grouping of gross 

income: 

($32,000,000 +- $3,000,000 -+ $1,000,000) 
$100,000 x 90,000 
$40,000,000 

Total apportioned charitable contributions 100,000 


Example (19)—Supportive Expense— 
(i) Facts. X, a domestic corporation, pur- 
chases and sells products both in the 
United States and in foreign countries. X 
has no foreign subsidiary and no interna- 
tional department. During the taxable year, 
X incurs the following expenses with re- 
spect to its worldwide activities: 











Personnel department expenses ......... $ 50,000 
Training department expenses .......... 35,000 
General and administrative expenses .... 55.000 
PROMONTS GRIATY 656552 oa. ccictcess cece 46,000 
Sales manager’s salary ..........-2+0+ 20,000 

NE cco ye testing wins sein sicie dee sind 200.000 








X has domestic gross receipts from sales of 
$750,000 and foreign gross receipts from 
sales of $500,000 and has gross income 
from such sales in the same ratio, namely 
$300,000 from domestic sources and 
$200,000 from foreign sources. 


(ii) Allocation. The above expenses are 
definitely related and allocable to all of X’s 
gross income derived from both domestic 
and foreign markets. 


(iii) Apportionment. For purposes of ap- 
plying the overall limitation, the statutory 
grouping is gross income from sources out- 
side the United States and the residual 
grouping is gross income from sources with- 
in the United States. X’s deductions for its 
worldwide sales activities must be appor- 
tioned between these groupings. Company 
X in this example (unlike Company X in 
example (18)) does not have a separate 
international division which performs 
essentially all of the functions required to 
manage and oversee its foreign activities. 
The president and sales manager do not 
maintain time records. The division of their 
time between domestic and foreign activi- 
ties varies from day to day and cannot be 
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estimated on an annual basis with any rea- 
sonable degree of accuracy. Similarly, there 
are no facts which would justify a method 
of apportionment of their salaries or of one 
of the other listed deductions based on 
more specific factors than gross receipts or 
gross income. An acceptable method of ap- 
portionment would be on the basis of gross 
receipts. The apportionment of the 
$200,000 deduction is as follows: 


Apportionment of the $200,000 expense 
to the statutory gvoup.ug v1 gives 


‘ income: 
$500,000 
($500,000 -+-$750,000) 
Apportionment of the $200,000 expense 
to the residual grouping of gross 
income: 
$750,000 


$200,000 x ——_—_________ 
($500,000 +-$750,000) 
Total apportioned supportive expense 


$200,000 x 


120,000 


200,000 


Example (20)—Supportive Expense— 
(i) Facts. Assume the same facts as above 
except that X’s president devotes only 5 
percent of his time to the foreign opera- 
tions and 95 percent of his time to the do- 
mestic operations and that X’s sales man- 
ager devotes approximately 10 percent of 
his time to foreign sales and 90 percent of 
his time to domestic sales. 


(ii) Allocation. The expenses incurred 
by X with respect to its worldwide activi- 
ties are definitely related, and therefore 
allocable to X’s gross income from both its 
foreign and domestic markets. 


(iii) Apportionment. On the basis of the 
additional facts it is not acceptable to ap- 
portion the salaries of the president and the 
sales manager on the basis of gross receipts. 
It is acceptable to apportion such salaries 
between the statutory grouping (gross in- 
come from sources without the United 
States) and residual grouping (gross in- 
come from sources within the United 
States) on the basis of time devoted to each 
sales activity. Remaining expenses may still 
be apportioned on the basis of gross re- 
ceipts. The apportionment is as follows: 


Apportionment of the $200,000 expense to 
the statutory grouping of gross income: 
President’s salary 


MPG BBUe sv cescscecscccsscscocticccns $ 2,000 
Sales manager's salary 

$20,000 x 10% ...cecsccccsccecceeeseees 2,000 
Remaining expenses 

$500,000 
$140,000 x ———_—_—_————_—__ ........... 56,000 
($500,000 + $750,000) 

Subtotal: Apporti of exp to stat- 





utory grouping .........eeeeeees $ 60,000 
Apportionment of the $200,000 expense to the 
residual grouping of gross income 
President’s salary 





NR ee ee $ 38,000 
Sales manager's salary 

$20,000 x 90% ...cceesecceceeeceenceees 18,000 
Remaining expenses 

50,000 
$140,000 x —————_—_—_—__....... 84,000 
($500,000 + $750,000) 
Subtotal: Apportionment of expense to 
residual grouping ..............- $140,000 
Total: Apportioned general and administra- 


tive expense .......... Cocccccccvccces $200,000 


Example (21)—Supportive Expense— 
(i) Facts. X, a foreign corporation doing 


business in the United States, is a manu- 
facturer of metal stamping machines. X has 
no United States subsidiaries and no sepa- 
rate division to manage and oversee its busi- 
ness in the United States. X manufactures 
and sells these machines in the United 
States and in foreign countries A and B 
and has a separate manufacturing facility 
in each country. Sales of these machines 
are X’s only source of income. In 1977, X 
incurs general and administrative expenses 
related to both its U.S. and foreign opera- 
tions of $100,000. It has machine sales of 
$500,000, $1,000,000, and $1,000,000 on 
which it earns gross income of $200,000, 
$400,000, and $400,000 in the United 
States, country A, and country B, respec- 
tively. The income from the manufacture 
and sale of the machines in countries A 
and B is not effectively connected with X’s 
business in the United States. 


(ii) Allocation. The $100,000 of general 
and administrative expense is definitely re- 
lated to the income to which it gives rise, 
namely a part of the gross income from 
sales of machines in the United States, in 
country A, and in country B. The expenses 
are allocable to this class of income, even 
though X’s gross income from sources out- 
side the United States is excluded income 
since it is not effectively connected with a 
U.S. trade or business. 


(iii) Apportionment. Since X is a for- 
eign corporation, the statutory grouping is 
gross income effectively connected with X’s 
trade of business in the United States 
namely gross income from sources within 
the United States, and the residual group- 
ing is gross income not effectively con- 
nected with a trade or business in the 
United States, namely gross income from 
countries A and B. Since there are no facts 
which would require a method of appor- 
tionment other than on the basis of sales or 
gross income, the amount may be appor- 
tioned between the two groupings on the 
basis of amounts of gross income as follows: 


Apportionment of general and administrative 
expense to the statutory grouping, gross in- 
come from sources within the United States 


($200,000 + $400,000 -+-$400,000) 

Apportionment of general and administrative 
expense to the residual grouping, gross in- 
come from sources without the United States 


($400,000-+ $400,000) 
$100,000 x «dee 
($200,000-+$400,000-+-$400,000) 


Total apportioned general and administrative 


CZPENSE ocr cccccccccccccseccccccvesvcces «++ $100,000 


$100,000 x 





- $ 20,000 





80,000 





Example (22)—Domestic International 
Sales Corporations—(i) Facts. X, a domes- 
tic corporation, manufactures a line of 
kitchenware and sells it to retailers in the 
United States, France, and the United 
Kingdom. After the Domestic International 
Sales Corporation (DISC) legislation was 
passed in 1971, X established, as of Janu- 
ary 1, 1972, a DISC and thereafter did 
all of its foreign marketing through sales 
by the DISC. In 1977 the DISC has total 
sales of $7,700,000 for which X’s cost of 
goods sold is $6,000,000. Thus, the gross 
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income attributable to exports through 
the DISC is $1,700,000 ($7,700,000 — 
$6,000,000). Moreover, X has U.S. domes- 
tic sales of kitchenware of $12,000,000 on 
which it earned gross income of $900,000, 
and X receives royalty income from the for- 
eign license of its kitchenware technology 
in the amount of $800,000. The DISC’s 
expenses attributable to the resale of ex- 
port property are $400,000 of which 
$300,000 qualify as export promotion ex- 
penses. X also incurs $125,000 of general 
and administrative expenses in connection 
with its domestic and foreign sales activi- 
ties, and its foreign licensing activities. X 
and the DISC determine transfer prices 
charged on the basis of a single product 
grouping and the “50-50” combined taxable 
income method (without marginal costing) 
which permits the DISC to have a taxable 
income equal to 50 percent of the combined 
taxable income attributable to the produc- 
tion and sales of the export property, plus 
10 percent of the DISC’s export promotion 
expenses. 


(ii) Allocation. For purposes of deter- 
mining combined taxable income of X and 
the DISC from export sales, general and 
administrative expenses of $125,000 must 
be allocated to and apportioned between 
gross income resulting from the production 
and sale of kitchenware for export, and 
from the production and sale of kitchen- 
ware for the domestic market. Th: deduc- 
tion of $400,000 for expenses «  ibutable 
to the resale of export property is allocated 
solely to gross income from the production 
and sale of kitchenware in foreign markets. 


(iii) Apportionment. Apportionment of 
expense takes place in two stages. In the 
first stage, for computing combined tax- 
able income from the production and sale 
of export property, the general and admin- 
istrative expense should be apportioned be- 
tween the statutory grouping of gross in- 
come from the export of kitchenware and 
the residual grouping of gross income from 
domestic sales and foreign licenses. In the 
second stage, since the limitation on the 
foreign tax credit requires the use of a sep- 
arate limitation with respect to dividends 
from a DISC (section 904(d)), the gen- 
eral and administrative expense should be 
apportioned between two statutory group- 
ings, DISC dividends and foreign royalty 
income (for which the overall limitation is 
used), and the residual grouping of gross 
income from sales within the United States. 


In the first stage, in the absence of more 
specific or contrary information, the gen- 
eral and administrative expense may be ap- 
portioned on the basis of gross income in 
the respective groupings, as follows: 


Apportionment of general and administrative 

expense to the statutory grouping, gross in- 

come from exports of kitchenware 
$1,700,000 


($1,700,000 -+-$900,000 + $800,000 ) 
Apportionment of general and administrative 
expense to the residual grouping, gross in- 
come from domestic sales of kitchenware and 
foreign royalty income from licensing kitchen- 
ware technology 


$125,000 x 





. $ 62,500 
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($900,000-+-$800,000) 
$125,000 x -» $ 62,500 
($1,700,000 4- $900,000 +- $800,000) 
Total apportionment of general and adminis- 
SE EOD cvcccaccscosececcesss seenavied $125,000 








On the basis of this apportionment, the 
combined taxable income, and the DISC 
portion of taxable income may be calcu- 
lated as follows: 





Gross income from exports .........+.++ $1,700,000 

Less— 

DISC expense for resale of ex- 

port property ......s.sseeeesees $400,000 

Apportioned general and adminis- 

trative expense ........--.eeeeee 62,500 

$ 462,500 

Combined taxable income from production 
and export of kitchenware ............++ $1,237,500 


DISC income— 
50 percent of combined taxable income .. $ 618,750 
10 percent of export promotion expense 
ERIN Fas 50h ies). d.000 apdiene es wecesies 


Total DISC income 


DISC income as a p t of bined 
taxable income 52.4% 








In the second stage, in the absence of more 
specific or contrary information, the gen- 
eral and administrative expense may also 
be apportioned on the basis of gross income 
in the respective groupings. Since DISC 
taxable income is 52.4 percent of combined 
taxable income, DISC gross income is 
treated as 52.4 percent of the gross income 
from exports, $1,700,000. The apportion- 
ment follows: 


Apportionment of general and administrative 
expense to the statutory grouping, DISC 
dividends 

(.524 x $1,700,000) 





$125,000 x soe @ O2,750 
($1,700,000 +-$900,000-+ $800,000) 
Apportionment of general and administrative 
expense to the statutory grouping, foreign 
royalty income 
$800,000 
$125,000 x aoe 29,412 





($1,700,000 -+- $900,000 +- $800,000) 

Apportionment of general and administrative 

expense to the residual grouping, gross in- 

come from sources within the United States 
($900,000-+- (.476 x $1,700,000) ) 

$125,000 x ais 62,838 
($1,700,000 + $900,000 + $800,000) 

Total apportioned general and administra- 

CHVO GEPOMES 2... ccccsccccccccce eoccccccccee $125.000 














Example (23)—Domestic International 
Sales Corporations—(i) Facts. The facts 
are the same as in example (22), except 
that X also performs research, entirely 
within the United States, on the kitchen- 
ware it manufactures. In 1977, X incurs 
research expense of $100,000. Of this 
amount, $10,000 is incurred to meet prod- 
uct safety standards imposed by the U.S. 
Government. Similar safety standards are 
imposed by the countries to which X’s 
DISC sells exports, and X’s research is ac- 
ceptable for purposes of meeting the stand- 
ards of those countries. However, the safety 
research is not relevant for X’s foreign 
licensees. *X is able to establish, on the basis 
of its facts and circumstances (see example 
(10)) that an exclusive apportionment of 
$65,000 of its research and development 
expense to gross income from sources within 
the United States is appropriate. X does 
not know, and a reasonable estimate can- 
not be made, of the sales of licensed prod- 
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ucts by its foreign licensees. The sales of 
the foreign licensees are therefore estimated 
at ten times the amount of royalty income 


of $800,000, or $8,000,000. 


(ii) Allocation. The kitchenware manu- 
factured by X is in the broadly defined 
product category, Fabricated metal prod- 
ucts, except machinery and transportation 
equipment (SIC Major Group 34). X’s de- 
duction for safety research is allocable 
solely to groupings of gross income within 
the United States, namely gross income 
from export sales (through the DISC) and 
gross income from domestic sales. The re- 
mainder of X’s deductions for its research 
expense are definitely related and therefore 
allocable to all items of income attributable 
to this product category, domestic and for- 
eign sales income, and foreign licensing in- 
come. For purposes of determining the 
combined taxable income of X and _ its 
DISC, X and the DISC are treated as a 
single taxpayer engaged in the production 
and sale of fabricated metal products. The 
DISC is not, for this purpose, treated as a 
separate taxpayer engaged in wholesale 
trade (SIC Major Groups 50 and 51 


(iii) Apportionment. X’s deduction for 
safety research ($10,000) must be appor- 
tioned between the statutory grouping of 
gross income from exports and the residual 
grouping of gross income from sales within 
the United States. The deduction for 
safety research may be apportioned either 
on the basis of sales (paragraph (e) (3) 
(ii) of this section) or on the basis of 
one of the optional gross income methods 
(paragraph (e)(3) (iii) of this section). 
X apportions this deduction on the basis 
of sales. For this purpose an exclusive 
apportionment is not available, since gross 
income from exports through a DISC and 
gross income from sales within the United 
States are both within the same geographic 
source, United States income (see para- 
graph (e) (3) (ii) (A) of this section). The 
remainder of X’s_ research expense 
($90,000) must be apportioned in two 
stages. In the first stage, for combined 
taxable income purposes, this amount must 
be apportioned between the statutory 
grouping of gross income from exports 
and other gross income. In the second 
stage, the remainder of X’s research ex- 
pense must be apportioned, for foreign tax 
credit purposes, between two statutory 
groupings, DISC dividends and foreign 
royalty income, respectively, and _ the 
residual grouping of gross income from 
sales within the United States. On the 
basis of X’s facts and _ circumstances, 
$65,000 is apportioned exclusively to 
sources within the United States, namely 
gross income from exports through a DISC 
and gross income from sales within the 
United States. The remaining $25,000 of 
research expense is apportioned between 
the groupings of gross income on the basis 
of sales. (Alternatively, if X had appor- 
tioned the $10,000 for safety research on 
the basis of gross income, its remaining 
deduction of $90,000 for research expense 
could be apportioned, both in the first 
and second stage, using one of the optional 





gross income methods, which are not illus- 
trated in this example (see instead ex- 
amples (3) and (4).) 


Tentative Apportionment on the Basis of 

Sales 

R hb and aA 1 

to be allocated and pudaaen be- 

tween residual and statutory group- 

ings of {Gross income POS eeensdgecdececccees $ 100,000 
and 








for ner nly purposes alloacted ‘solely 
to income from sources within the 
United States: 
Apportionment of safety research 
to the residual grouping, gross 
income from domestic sales 
$12,000,000 
$10,000 x 6,091 
($12,000,000-+-$7,700,000} 
Apportionment of safety research 
to the statutory grouping, gross 
income from exports 
$7,700,000 
$10,000 x 


($12,000,000-+-$7,700,000) 
Total “apportioned safety re- 
search ...... Pe eee eT TEC TTC 10,000 
Remaining research and develop- 
ment expense to be apportioned 
between the residual and statutory 
groupings of gross income ..............+- 90,000 
Apportionment of remaining re- 
search to the residual grouping, 
gross income from domestic sales 
and foreign royalties 
12,000,000-+ $8,000,000) 
$90,000 x 64,982 
($12,000,000-+ $8,000,000-+ $7,700,000) 
Apportionment of remaining re- 
search to the statutory group- 
ing, gross income from exports 
$7,700,000 
$90,000 x 25,018 
($12,000,000 +-$8,000,000-+ $7,700,000) 
Total: Allocated and apportioned 
deduction for research and 
for 
taxable income purposes .......... $ 100,000 


Of which— 
Apportioned to the residual group- 
ing, gross income from domestic 
sales and foreign royalties 

















(96,091 +- $64,982)... . cece eee eee eee $ 71,073 
Apportioned to the statutory 

grouping, gross income from ex- 

ports 

$3,909-+$25,018) .........cceeeeeeeeeeees $ 28,927 


On the basis of this apportionment, the 
combined taxable income and the DISC 
portion of taxable income may be calcu- 
lated as follows: 


Gross income from exports .............+ $1,700,000 
—< 
DISC expense for resale of export 
PROPORty oc cccccccscsccccccccece $400,000 
Apportioned general and adminis- 
trative expense (from example 


MED.  kcdewns seaieeanes cutuecen's 62,500 
Apportioned safety research ... 3,909 
Apportioned remaining research . 25,018 


491,427 


Combined taxable income from pro- 
duction and export of kitchenware ........ 1,208,573 


DISC income— 
50 percent of combined taxable 





ODUND eccewencnavccecteccesevscevetce 604,287 

10 percent of — promotion 
expense of $300,000 ............. Pipaes 20,000 
TORRE We MOONS niicccncecccccedccceses $ 634,287 


In the second stage, the remainder of X’s 
research expense ($90,000) must be ap- 
portioned, for foreign tax credit purposes, 
between two statutory groupings, DISC 
dividends and foreign royalty income, re- 
spectively, and the residual grouping of 


[ow Loon: wat..tlt, a eT Te 
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oe 
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m— SS St ot 
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gross income from sales within the United 
States. 


Remaini h and devel 

ment expense to be apportioned be- 

tween the residual and statutory 

groupings of gross income ..........++++++ $ 90,000 
Less: 

Exclusive apportionment of remain- 

ing research and development ex- 

pense to residual grouping, gross 

income from domestic sales (based 

on X’s facts and circumstances) ........... 65.000 
Remaining research and develop- 

ment expense to be apportioned be- 

tween the residual and statutory 

groupings on the basis of sales ...... adaide 25,000 
Apportionment of research and de- 

velopment expense to the residual 

grouping of gross income from 

domestic sales 





$12,000,000 
$25,000 x 10,830 
($12,000,000-+- $7,700,000 +- $8,000,000) 
Apportionment of research and de- 
velopment expense to the statutory 
grouping of DISC dividends 
$7,700,000 
$25,000 x — 6,950 
($12,000,000 + $7,700,000-+-$8,000,000) 
Apportionment of research and de- 
velopment expense to the statutory 
grouping of foreign royalty income 
$8,000,000 
$25,000 x 7,220 
($12,000,000 -+-$7,700,000-+-$8,000,000) 
Total: Allocated and apportioned 
deduction for research and 
development for foreign tax 
credit purposes .......... ecccese eeeee $100,000 
Of which— 
Apportioned to the _ residual 
grouping ($6,091-+- $65,000+ 
TR aS peek re ee $ 81,921 
Apportioned to the statutory 
grouping of gross income from 
exports ($3,909-+$6,950) .............6. 10,859 
Apportioned to the statutory 
grouping of foreign royalty in- 
GPU 6 ccidiccencdsiscceducctacdedeanecé 7,220 


Example (24)—Exempt, excluded, or 
eliminated income—(i) Facts. X, a do- 
mestic corporation, carries on a trade or 
business in the United States. In addition, 
X owns tax exempt municipal bonds, and 
all the shares of C, a Canadian corpora- 
tion with which it files a consolidated 
return under the provisions of section 
1504(d). X has gross income from domes- 
tic sources of $2,400,000 and tax exempt 
interest of $100,000. X receives dividends 
from C of $3,700,000 and interest from 
C of $50,000. X’s dividends from C are 
eliminated income by virtue of the filing 
of the consolidated return. The deductible 
portion of X’s interest expense is $500,000 
(in addition X has interest expense relating 
to its tax exempt bonds which is not 
deductible under section 265) and X has 
stewardship expense relating to its owner- 
ship of C of $100,000. X and C use the 
overall limitation for purposes of com- 
puting the foreign tax credit. 

(ii) Allocation. No portion of X’s in- 
terest deduction is definitely related solely 
to specific property within the meaning of 
paragraph (e)(2)(iv) of this section. 

us, X’s deduction for interest is related 
to all its income producing activities and 
properties. X’s stewardship expense is re- 
lated solely to its ownership of C and is 
therefore allocated to the statutory group- 
ing of foreign source income, namely divi- 
dends and interest from C. 











(iii) Apportionment. X apportions its 
interest expense using the optional gross 
income method prescribed in paragraph 
(e)(2)(vi)(A) of this section. For this 
purpose, tax exempt and eliminated income 
is included in gross income. X would there- 
fore apportion its interest deduction be- 
tween the statutory grouping of foreign 
source income and the residual grouping 
as follows: 

To gross income from sources within the 
United States (residual grouping) 
$500,000 x 
($2,400,000-+$100,000) 


($2,400,000-+ $100,000 +-$3,700,000-+ $50,000) 
To gross income from sources without the 
United States (statutory grouping) 

$500,000 x 





($3,700,000-+-$50,000) 


($2,400,000-+$100,000-+- $3,700,000 + $50,000) 
Total apportioned interest expense ........ $500,000 














As a result of the allocation of steward- 
ship expense and the apportionment of 
interest expense, X’s taxable foreign source 
income is calculated as follows: 


Gross income from foreign sources ...... $3,750,200 


Less: dividends received deduction ...... 3,700, 

Less: allocation of stewardship expense .. 100,000 
Less: apportionment of interest expense . 300,000 
Taxable foreign source income (loss) .... ($350,000) 


The amount of interest expense appor- 
tioned to tax exempt income for purposes 
of deductibility is determined not under 
section 861 but under section 265. 


Example (25)—Income Taxes—(i) 
Facts. X, a domestic corporation, is a 
manufacturer and distributor of electronic 
equipment with operations in individual 
states, A, * and C. X also has a branch 
in country Y which manufactures and dis- 
tributes the same type of electronic equip- 
ment. In 1977, X has taxable income, as 
determined under the Code, of $1,000, 000 
of which $200,000 is foreign source tax- 
able income (computed without regard to 
the deduction for state taxes) and $800,000 
is domestic source taxable income (com- 
puted assuming, for the moment, that the 
entire deduction for state taxes is attrib- 
utable to domestic sources). States A, B, 
and C each determine X’s taxable income 
for their respective state tax purposes by 
making adjustments to its taxable income 
as determined under the Code, and then 
apportioning the adjusted taxable income 
on the basis of relative amounts of payroll, 
property, and sales with respect to activi- 
ties and properties within each state as 
compared to all activities and properties. 
On this basis, it is determined that X has 
taxable income of $500,000, $200,000. and 
$200,000 in states A, B, and C, respectively. 
The adjustments made by states A, B, 
and C all involve adding and subtracting 
enumerated items from taxable income, as 
determined under the Code. However, in 
making these adjustments to taxable in- 
come, none of the states specifically ex- 
empts foreign source income, as determined 
under the Code. Since the corporate tax 
rates in states A, B, and C are 10 percent, 
5 percent, and 2 percent, respectively, X 
has total state income tax liabilities of 
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$64,000 ($50,000 + $10,000 + $4,000) 
which it deducts as an expense for Federal 
income tax purposes. 


(ii) Allocation. X’s deduction of $64,000 
for state income taxes is definitly related 
and thus allocable to the gross income with 
respect to which the taxes are imposed. 
Presumptively, states A, B, and C only 
attempt to tax income from domestic 
sources. However, since the statutes of 
states A, B, and C do not specifically 
exempt foreign source income, as deter- 
mined under the Code, from taxation and 
since, in the aggregate, states A, B, and C 
tax $900,000 of X’s income while only 
$800,000 is domestic source income, it is 
presumed that state income taxes are 
imposed on at least $100,000 of foreign 
source income. The deduction for state 
income taxes is therefore related and 
allocable both to X’s domestic and to its 
foreign income-producing activities and 
properties. 

(iii) Apportionment. Since X computes 
its foreign tax credit limitation under the 
overall method there is one statutory group- 
ing, gross income from sources outside the 
United States, and one residual grouping, 
gross income from _ sources within the 
United States. The state income tax deduc- 
tion of $64,000 must be apportioned be- 
tween these two groupings. Corporation X 
calculates the apportionment on the basis 
of relative amounts of taxable income 
reached by state taxation. In this case, 
state income taxes are imposed on $800,000 
of domestic source income and $100,000 
of foreign source income. 

State income tax deduction apportioned to 
sources outside the. United States (statutory 
grouping) : 











$100,000 
$64,000 x ————-_ ........... esabeuoncceaten $ 7,111 
$900,000 
State income tax deduction apportioned to 
sources within the United States (residual 
grouping) : 
ens ———...,...... Dihecr est 56,889 
$900,000 
Total apportioned state income tax deduction 64,000 
Of which— 
Apportioned to statutory grouping .......... 7,111 
Apportioned to residual grouping .......... 56,889 


Example (26)—Income Tax—(i) Facts. 
Assume the same facts as in example (25) 
except that state A’s statute exempts all 


foreign source income, as determined under 
the Code. 


(ii) Allocation. X’s deduction of $64,000 
for state income taxes is definitely related 
and thus allocable to the gross income with 
respect to which the taxes are imposed. 
Since state A exempts all foreign source 
income by its statute, its taxes of $50,000 
are allocable solely to domestic source 
income. Since the statutes of states B and 
C do not specifically exclude all foreign 
source income, as determined under the 
Code, and since states B and C impose 
tax on $400,000 ($200,000 + $200,000) 
of X’s income, of which only $300, 000 
($800,000 — $500, 000) is domestic source, 
the deduction for the state income taxes 
of B and C are related and allocable both 
to X’s foreign and domestic taxable income. 
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(iii) Apportionment. Since X computes 
its foreign tax credit limitation under the 
overall method there is one statutory group- 
ing, gross income from sources outside the 
United States, and one residual grouping, 
gross income from sources within the 
United States. The state income tax deduc- 
tion of $14,000 attributable to states B 
($10,000) and C ($4,000) must be appor- 
tioned between these two groupings. Cor- 
poration X calculates the apportionment 
on the basis of relative amounts of taxable 
_ income. 

States B and C income tax deduction appor- 
tioned to sources outside the United States 
(statutory grouping) : 











EOD i mr cine ccccsccccccvensoceces $ 3,500 
$400,000 
States B and C income tax deduction appor- 
tioned to sources within the United States 
(residual grouping) : 
$300,000 
$14,000 x ———@=  .. er recvecccccccccceseees 10,500 
000 
Total apportioned state income tax deduc- 
GE, cpanviwnsscnccccsacnscncccowsosencenss 14,000 
Of which— 
Apportioned to statutory grouping ......... 3,500 
Apportioned to residual grouping .......... 10,500 


Paragraph 2. Section 1.863-3 is 
amended by revising example (2) (i) 
of paragraph (b) (2), example (2) (1) 
of paragraph (c)(3), and example 
(1) (i) of paragraph (c) (4) to read 


as follows: 


§ 1.863-3 Income from the sale of 
personal property derived partly 
from within and partly from 
without the United States. 


* * * * * 


(b) Income partly from sources 
within a foreign country, * * * 


(2) Allocation or apportionment. 
eH 


Example (2). (i) Where an independent 
factory or production price has not been 
established as provided under example (1), 
the taxable income shall first be computed 
by deducting from the gross income derived 
from the sale of personal property produced 
(in whole or in part) by the taxpayer 
within the United States and sold within 
a foreign country or produced (in whole 
or in part) by the taxpayer within a foreign 
country and sold within the United States, 
the expenses, losses, or other deductions 
properly allocated and apportioned thereto 
in accordance with the rules set forth in 
§ 1.861-8. 


* * * * * 
(c) Income partly from sources 


within a possession of the United 
ie, * °'* 


(3) Personal 
and sold. * * * 


property produced 
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Example (2). (i) Where an independent 
factory or production price has not been 
established as provided under example (1), 
the taxable income shall first be computed 
by deducting from the gross income derived 
from the sale of personal property produced 
(in whole or in part) by the taxpayer 
within the United States and sold within 
a possession of the United States, or pro- 
duced (in whole or in part) by the taxpayer 
within a possession of the United States 
and sold within the United States, the 
expenses, losses, or other deductions prop- 
erly aliucated and apportioned thereto in 
accordance with the rules set forth in 
§ 1.861-8. 

(4) Personal property purchased and 


Gin. fe 


Example (1). (1) The taxable income 
shall first be computed by deducting from 
such gross income the expenses, losses, or 
other deductions properly allocated or 
apportioned thereto in accordance with 
the rules set forth in § 1.861-8. 


* * * * * 


Paragraph 3. Section 1.905-2(a) 
(2) is amended to read as follows: 


§ 1.905-2 Conditions of allowance of 
credit. 

(a) Forms and information. * * * 

(2) * * * If the taxpayer upon 
request fails without justification to 
furnish any such additional informa- 
tion which is significant, including any 
significant information which he is re- 
quested to furnish pursuant to § 1.861- 
8(f) (5) as proposed in the Federal 
Register for November 8, 1976, the 
District Director may disallow the 
claim of the taxpayer to the benefits of 
the foreign tax credit. 


* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 3, 1977. 


Cuartes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 3, 1977; 1:55 p.m., and pub- 





lished in the issue of the Federal Register 
for January 6, 1977, 42 F.R. 1195) 





Section 862.—Income From 
Sources Without the United 
States 


26 CFR 1.862-1: Income specifically from 
sources without the United States. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Subpart B.—Foreign Corporation 





Section 882.—Tax on Income of 
Foreign Corporations Connected 
with United States Business 


26 CFR 1.882-1: Taxation of foreign cor- 
porations engaged in U.S. business or of 
foreign corporations treated as having ef- 
fectively connected income. 


Whether under the United States- 
France Income Tax Convention, “reinsur- 
ance premiums” include investment in- 
come derived from the conduct of a rein- 
surance business in the United States. See 
Rev. Rul. 77-62, page 414. 





Subpart C.—Miscellaneous Provisions 





Section 892.—Income of Foreign 
Governments and of International 
Organizations 


26 CFR 1.892-1: Income of foreign govern- 
ments and international organizations. 
(Also Sections 893, 4372; 1.893-1.) 
Organization wholly owned by 
foreign governments. A financial or- 
ganization that is wholly owned and 
controlled by foreign governments 
and cannot independently exercise 
any substantial powers binding on 
its member countries is neither a 
foreign government nor an interna- 
tional organization within the mean- 
ing of sections 892 and 893 of the 
Code; Rev. Rul. 75-298 clarified. 


Rev. Rul. 77-41 


Advice has been requested concern- 
ing the applicability of sections 892, 
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892, 


893, and 4372 of the Internal Revenue 
Code of 1954 to the organization de- 
scribed below. 


X, a financial organization created 
under laws of foreign country A, is 
wholly owned and controlled by for- 
eign governments A, B, C, and D. X 
was established to foster economic, 
financial, and technical cooperation be- 
tween various foreign nations. 


X is not able to exercise independ- 
ently any substantial powers that will 
be binding on its member countries. 


X proposes to invest its funds in the 
United States in stocks and bonds of 
domestic corporations, United States 
treasury bills, and other domestic secu- 
rities and seeks an exemption from 
Federal income tax pursuant to section 
892 of the Code on the income derived 
from such investments. 


Section 892 of the Code provides, in 
part, that the income of foreign gov- 
ernments or international organiza- 
tions received from investments in the 
United States.in stocks, bonds, or other 
domestic securities, owned by such for- 
eign governments, or by international 
organizations, or from interest on de- 
posits in the United States of moneys 
belonging to such foreign governments 
or international organizations, or from 
any other sources within the United 
States shall not be included in gross 
income and shall be exempt from Fed- 
eral income taxation. 


Section 1.892-1(b)(2) of the In- 
come Tax Regulations provides, in 
part, that a public international orga- 
nization designed by Presidential Ex- 
ecutive order as entitled to enjoy the 
privileges, exemptions, and immunities 
provided under the International Or- 
ganizations Immunities Act is entitled 
to the benefits of section 892 of the 
Code, if, among other requirements, 
the United States participates in such 
organization pursuant to a treaty or 
under the authority of an act of Con- 
gress authorizing such participation. 


Rev. Rul. 75-298, 1975-2 C.B. 290, 


provides, in part, that income earned 


by an organization created by a foreign 
government that does not engage in 
commercial activities in the United 
States (on more than a de minimis 
basis) qualifies for the exemption from 
Federal income taxation described in 
section 892 of the Code, provided such 
organization is wholly owned and con- 
trolled by a foreign government and 
also meets certain other requirements 
stated therein. 


Rev. Rul. 68-309, 1968-1 C.B. 338, 
provides that a number of foreign gov- 
ernments may qualify for an exemption 
under section 892 of the Code where 
such governments collectively consti- 
tute a foreign government within the 
meaning of section 892. 


Whether the exemption from Fed- 
eral tax provided by section 892 of the 
Code applies to X depends upon 
whether Rev. Rul. 75-298 applies to 
an organization owned by a number of 
foreign governments or, in the alterna- 
tive, whether X, an international body, 
constitutes an international organiza- 
tion or a foreign government eligible 
for exemption under section 892. 


Rev. Rul. 75-298 states that the ex- 
emption provided by section 892 of 
the Code applies to organizations 


created by a foreign government. 
(emphasis added) 


Where a number of foreign govern- 
ments form an organization that is not 
itself considered to be a foreign gov- 
ernment, an exemption may not be 
granted to the organization under sec- 
tion 892 of the Code unless the organi- 
zation qualifies as an international 
organization within the meaning of 
section 892. Section 892 grants exemp- 
tions only to foreign governments indi- 
vidually and to international organiza- 
tions of which the United States is a 
member and that have been designated 
by appropriate Executive order as 
being entitled to an exemption under 
section 892. Other international or- 
ganizations are not entitled to an 
exemption even though the individual 
member governments may qualify for 
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the exemption. H. Rep. No. 1203, 79th 
Cong., Ist Sess., page 1, November 12, 
1945, with respect to the amendment 
of section 116(c) of the Internal Reve- 
nue Code of 1939 (the predecessor of 
section 892 of the 1954 Code) to add 
to that section the term international 
organization, states: 


The term “international organization” as 
used in the bill and generally in this report 


_ is specifically limited to public international 


organizations, i.e., those which are com- 
posed of governments as members—and of 
these, to those of which the United States 
is a member and which shall have been 
designated by the President by Executive 
order as being entitled to enjoy the bene- 
fits of the bill. Thus there are excluded 
from these benefits organizations of a pri- 
vate nature or public international organi- 
zations to which the United States does not 
belong. 


Since the United States is not a 
member of X, X does not qualify as 
an international organization for the 
purposes of section 892. 


Under Rev. Rul. 68-309, whether an 
international body representing more 
than one country constitutes a foreign 
government for purposes of section 892 
of the Code depends upon whether 
that body is empowered to exercise 
independently substantial govern- 
mental powers that will be binding on 
its member countries. X does not 
qualify as a foreign government within 
the meaning of section 892 because it 
is not empowered to exercise inde- 
pendently substantial governmental 
powers binding upon its member coun- 
tries. 


Accordingly, in the instant case X 
does not qualify for the exemption pro- 
vided by section 892 of the Code. 


The same tests will be applied for 
determining whether such organization 
will be considered a foreign govern- 
ment or an international organization 
within the meaning of sections 893 and 
4372 of the Code. 


Rev. Rul. 75-298 is clarified as ap- 
plying solely to organizations wholly 
owned and controlled by a single for- 
eign government. 
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Section 893.—Compensation of 
Employees of Foreign 
Governments or International 
Organizations 


26 CFR 1.893-1: Compensation of em- 
ployees of foreign governments or interna- 
tional organizations. 


Application of sections 892, 893 and 
4372 of the Code to a certain organization 
- created by one foreign country and wholly 
owned by the government of that country 
and several other foreign governments. See 
Rev. Rul. 77-41, page 226. 





Section 894.—Income Affected 
by Treaty 


26 CFR 1.894-1: Income affected by treaty. 


Procedures pertaining to the request for 
competent authority assistance under an 
income tax treaty between the United 
States and a foreign country. See Rev. 
Proc. 77-16, page 573. 





Part Ill.—Income From Sources Without the 
United States 
Subpart A.—Foreign Tax Credit 





Section 902.—Credit for Corporate 
Stockholder in Foreign Corporation 


26 CFR 1.902-1: Credit for domestic cor- 
porate shareholder of a foreign corporation. 


T.D. 7481 } 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BE- 
GINNING AFTER DECEMBER 
31, 1953 


Foreign tax credit for U.S. cor- 
porate shareholders in foreign cor- 
porations 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Final regulations. 


SUMMARY: This document pro- 
vides final regulations relating to the 
foreign tax credit for U.S. corporate 
shareholders in foreign corporations. 
These regulations reflect certain 

1 This publication of the Treasury Decision contains 
the full text of the regulations. The individual instruc- 


tions for modifying the notice of proposed rulemaking 
have been omitted. 


amendments to the tax law which ex- 
panded the scope of the credit avail- 
able to U.S. corporations and changed 
the rules for its computation. 


DATE: The regulations apply to 
dividends received by a U.S. corpora- 
tion after 1964. The substantive 
amendments to the regulations per- 
tain only to dividends paid by foreign 
corporations after January 12, 1971. 


FOR FURTHER INFORMATION 
CONTACT: Paul A. Francis of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
566-6640) . 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


On Wednesday, June 16, 1976, the 
FEDERAL REGISTER published 
proposed amendments to the Income 
Tax Regulations (26 CFR Part 1) 
under sections 78, 901, 902, and 960 
of the Internal Revenue Code of 1954 
(41 F.R. 24357). The amendments 
were proposed to conform the regula- 
tions to the Act of January 12, 1971 
(84 Stat. 2068) [1971-1 C.B. 550] 
and section 602(c) (6) of the Tax Re- 
duction Act of 1975 (89 Stat. 59) 
[1975-1 C.B. 545]. 


Since no person requested a public 
hearing, none was held. However, two 
parties submitted comments which 
pointed out certain ambiguities in the 
regulations as they existed prior to 
publication of the notice and which 
requested further elaboration of the 
implications of the proposed amend- 
ments with respect to controlled for- 
eign corporations. The points raised 
in the comments will receive further 
study, and, if necessary, additional 
amendments to the regulations will 
be proposed later. It has been de- 
cided to promulgate the rules with 
which the notice was primarily con- 
cerned without further delay at this 





time. Accordingly, except as indicated 
below, the proposed amendments are 
adopted by this Treasury decision 
without change. 


PRIOR RULES FOR 
COMPUTATION OF CREDIT 


The regulations under section 902 
of the Internal Revenue Code deal 
with the foreign tax credit available 
to U.S. corporate shareholders of for- 
eign corporations. Prior to the Act of 
January 12, 1971, this credit was 
computed at two levels. In order to 
qualify, a domestic corporation had 
to own at least 10 percent of the 
voting stock of a foreign corporation 
at the time it received a dividend 
from that foreign corporation; a for- 
eign corporation with respect to which 
a domestic corporation satisfied this 
requirement was referred to as a 
first-tier corporation. If a first-tier 
corporation owned at least 50 percent 
of the voting stock of another foreign 
corporation at the time when it re- 
ceived a dividend from the other for- 
eign corporation, the other foreign 
corporation was referred to as a sec- 
ond-tier corporation. A domestic cor- 
poration was deemed to have paid a 
certain portion of the foreign income 
taxes paid, accrued, or deemed to be 
paid, by its first-tier corporation on 
or with respect to the accumulated 
profits out of which the first-tier cor- 
poration paid the dividend to the 
domestic corporation. Similarly, a 
first-tier corporation, with respect to 
its accumulated profits for its taxable 
year in which it received a dividend 
from its second-tier corporation, was 
deemed to have paid a portion of the 
foreign income taxes paid or accrued 
by its second-tier corporation on or 
with respect to the accumulated profits 
out of which the second-tier corpora- 
tion paid the dividend. 


COMPUTATION OF CREDIT 
UNDER ACT OF 
JANUARY 12, 1971 
The Act of January 12, 1971, modi- 
fied the stock ownership requirement 





modi- 
~ment 


with respect to a second-tier corpora- 
tion and extended the above computa- 
tion to a third-tier corporation. The 
stock ownership requirement with re- 
spect to a first-tier corporation was un- 
affected. The amendments apply to 
dividends paid by a foreign corpora- 
tion after January 12, 1971, but only 
for purposes of applying Code section 
902 to a taxable year of a domestic 
corporation ending after that date. 
Under these amendments a foreign 
corporation qualifies as a second-tier 
corporation if at least 10 percent of its 
voting stock is owned by a first-tier 
corporation at the time that the latter 
corporation receives a dividend from 
such foreign corporation. The first-tier 
corporation, however, will be deemed 
to have paid a portion of the foreign 
income taxes paid, accrued, or deemed 
to be paid, by the second-tier corpora- 
tion only if a new 5-percent indirect 
ownership requirement is satisfied. 
Thus, the percentage of voting stock 
owned by the first-tier corporation in 
the second-tier corporation at the time 
the first-tier corporation receives a div- 
idend from the second-tier corpora- 
tion, when multiplied by the percent- 
age of voting stock owned by the 
domestic corporation in the first-tier 
corporation at the time that the 
domestic corporation receives a divi- 
dend from the first-tier corporation, 
must equal at least 5 percent. 

If a second-tier corporation owns at 
least 10 percent of the voting stock of 
another foreign corporation at the 
time it receives a dividend from that 
other foreign corporation, the other 
foreign corporation is a third-tier cor- 
poration under the new law. However, 
it also must satisfy a 5-percent require- 
ment. Thus, the percentage of indirect 
ownership arrived at under the 5-per- 
cent requirement of the preceding 
paragraph, when multiplied by the 
percentage of voting stock owned by 
the second-tier corporation in the 
third-tier corporation at the time the 
second-tier corporation receives a divi- 
dend from the third-tier corporation, 
must equal at least 5 percent. 


The notice of proposed rulemaking 
provided definitions of the terms “sec- 
ond-tier corporation” and “third-tier 
corporation” which took into account 
the effective date provisions of the Act 
of January 12, 1971. Those definitions 
have been modified in the Treasury 
decision in order to clarify the appli- 
cation of the effective date provisions. 


REARRANGEMENT OF 
REGULATIONS 


Prior to amendment by this Treas- 
ury decision, the regulations provided 
separate rules for two situations. First, 
§§ 1.902-1 and 1.902-2 dealt with cer- 
tain pre-1965 dividends to which Code 
section 902, as in effect prior to its 
amendment by section 9(a) of the 
Revenue Act of 1962 (76 Stat. 999) 
[1962-3 C.B. 111], applied. Second, 
§§ 1.902-3 and 1.902-4 dealt with divi- 
dends to which Code section 902, as so 
amended, applied, and provided rules 
for the determination of whether or 
not the first-tier corporation was a less 
developed country corporation. For 
this purpose, § 1.902-4 referred to the 
regulations under Code section 955 for 
elaboration of the criteria relevant to 
this determination. 

Section 602(c) (6) of the Tax Re- 
duction Act of 1975 (89 Stat. 59) 
transferred to Code section 902(d) the 
full statutory provisions of Code sec- 
tion 955 relating to the definition of a 
less developed country corporation. 
Section 602(c)(5) of that Act also 
“repealed” section 955 of the Code. 
The notice of proposed rulemaking 
would have incorporated into the reg- 
ulations under Code section 902 the 
material in the regulations under Code 
section 955 to which the present 
§ 1.902-4 makes reference. Upon re- 
consideration, it was concluded that, 
by reason of Code section 951 (a) (1) 
(A) (ii), as amended by section 602 
(c) (3) of that Act, “repealed” Code 
section 955 and the pertinent sections 
of the regulations thereunder will re- 
main in effect for the indefinite future, 
and thus it is unnecessary to duplicate 
the treatment of the subject. Accord- 
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ingly, this document retains the pres- 
ent § 1.902-4 except that, for reasons 
explained below, that section is redes- 
ignated as § 1.902-2. 

In order to make it easier to deter- 
mine currently applicable rules, this 
Treasury decision (as did the notice of 
proposed rulemaking) restructures the 
arrangement of the regulations under 
Code section 902. The present 
§§ 1.902-1 and 1.902-2, which pre- 
scribed rules applicable only to certain 
pre-1965 dividends, do not appear in 
the new arrangement; cross-references 
indicate where those rules may be 
found. The rules which were pre- 
scribed in the present § 1.902-3 have 
been expanded to conform to the 1971 
amendments and appear in the new 
§ 1.902-1. The present § 1.902-4 is re- 
designated as § 1.902-2. The present 
§ 1.902-5, which related to the effec- 
tive dates of the various sections, is 
deleted, and the sections as amended 
contain effective date provisions. 


TAX REFORM ACT OF 1976 

These regulations do not reflect the 
amendment of Code section 902 by 
section 1033 of the Tax Reform Act 
of 1976 (90 Stat. 1626). 


DRAFTING INFORMATION 

The principal author of this regula- 
tion was Paul A. Francis of the Legis- 
lation and Regulations Division of the 
Office of the Chief Counsel, Internal 
Revenue Service. However, personnel 
from other offices of the Internal Rev- 
enue Service and Treasury Depart- 
ment participated in developing the 
regulation, both on matters of sub- 
stance and style. 


Adoption of amendments 
to the regulations 

Accordingly, 26 CFR Part 1 is 
amended as follows: 

Paragraph 1. Section 1.902 is 
amended by revising section 902(b), 
section 902(c)(1)(A) and (B), sec- 
tion 902(d), and the historical note to 
read as follows: 








Section 902 


§ 1.902 Statutory provisions; credit 
for corporate stockholder in for- 
eign corporation. 


Sec. 902. Credit for corporate stock- 
holder in foreign corporation. * * * 

(b) Foreign subsidiary of first and second 
foreign corporation. (1) If the foreign cor- 
poration described in subsection (a) (here- 
inafter in this subsection referred to as the 
“first foreign corporation’) owns 10 per- 
cent or more of the voting stock of a second 
foreign corporation from which it receives 
dividends in any taxable year, it shall be 
deemed to have paid the same proportion 
of any income, war profits, or excess profits 
taxes paid or deemed to be paid by such 
second foreign corporation to any foreign 
country or to any possession of the United 
States on or with respect to the accumu- 
lated profits of the corporation from which 
such dividends were paid which— 

(A) For purposes of applying subsection 
(a) (1), the amount of such dividends bears 
to the amount of the accumulated profits 
(as defined in subsection (c)(1)(A))_ of 
such second foreign corporation from which 
such dividends were paid in excess of such 
income, war profits, and excess profits taxes, 
or 

(B) For purposes of applying subsection 
(a) (2), the amount of such dividends bears 
to the amount of the accumulated profits 
(as defined in subsection (c)(1)(B)) of 
such second foreign corporation from which 
such dividends were paid. 

(2) If such first foreign corporation owns 
10 percent or more of the voting stock of a 
second foreign corporation which, in turn, 
owns 10 percent or more of the voting stock 
of a third foreign corporation from which 
the second foreign corporation receives divi- 
dends in any taxable year, the second for- 
eign corporation shall be deemed to have 
paid the same proportion of any income, 
war profits, or excess profits taxes paid by 
such third foreign corporation to any for- 
eign country or to any possession of the 
United States on or with respect to the 
accumulated profits of the corporation from 
which such dividends were paid which— 

(A) For purposes of applying subsection 
(a) (1), the amount of such dividends bears 
to the amount of the accumulated profits 
(as defined in subsection (c)(1)(A))_ of 
such third foreign corporation from which 
such dividends were paid in excess of such 
income, war profits, and excess profits taxes, 
or 

(B) For purposes of applying subsection 
(a) (2), the amount of such dividends bears 
to the amount of the accumulated ror 
(as defined in subsection (c)(1)(B)) 0 
such third foreign corporation from ich 
such dividends were paid. 

(3) Fer purposes of this subpart, subsec- 
tion (b)(1) shall not apply unless the per- 
centage of voting stock owned by the do- 
mestic corporation in the first foreign cor- 
poration and the percentage of voting stock 
owned by the first foreign corporation in 
the second foreign corporation when multi- 
plied together equal at least 5 percent, and 
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for purposes of this subpart, subsection (b) 
(2) shall not apply unless the percentage 
arrived at for purposes of applying subsec- 
tion (b)(1) when multiplied by the per- 
centage of voting stock owned by the sec- 
ond foreign corporation in the third foreign 
corporation is equal to at least 5 percent. 

(c) Applicable rules—(1) Accumulated 
profits defined. * * * 

(A) For purposes of subsections (a) (1), 
(b)(1)(A), and (b)(2)(A), the amount 
of its gains, profits, or income computed 
without reduction by the amount of the in- 
come, war profits, and excess profits taxes 
imposed on or with respect to such profits 
or income by any foreign country or any 
possession of the United States; and 

(B) For pesicgree of subsections (a) (2), 
(b) (1) (B), and (b) (2) (B), the amount of 
its gains, profits, or income in excess of the 
income, war profits, and excess profits taxes 
imposed on or with respect to such profits 
or income. * * * 

(d) Less developed country corporation 
defined. For purposes of this section. the 
term “less developed country corporation” 
means— 

(1) A foreign corporation which, for its 
taxable year, is a less developed country 
corporation within the meaning of para- 
graph (3) or (4), and 

(2) A foreign corporation which owns 
10 percent or more of the total combined 
voting power of all classes of stock entitled 
to vote of a foreign corporation which is a 
less developed country corporation within 
the meaning of paragraph (3), and— 

(A) 80 percent or more of the gross in- 
come of which for its taxable year meets the 
requirement of paragraph (3)(A), and 

(B) 80 percent or more in value of the 
assets of which on each day of such year 
rep of property described in paragraph 

i, 


A foreign corporation which is a less de- 
veloped country corporation for its first tax- 
able year beginning after December 31, 
1962, shall, for purposes of this section, be 
treated as having been a less developed 
country corporation for each of its taxable 
years beginning before January 1, 1963. 

(3) The term “less developed country 
corporation” means a foreign corporation 
which during the taxable year is engaged 
in the active conduct of one or more trades 
or businesses and— 

(A) 80 percent or more of the gross in- 
come of which for the taxable year is de- 
rived from sources within less developed 
countries; and 

(B) 80 percent or more in value of the 
assets of which on each day of the taxable 
year consists of— 

(i) Property used in such trades or busi- 
nesses and located in less developed coun- 
tries, 

(ii) Money, and deposits with persons 
carrying on the banking business, 

(iii) Stock, and obligations which, at the 
time of their acquisition, have a maturity 
of one year or more, of any other less de- 
veloped country corporation, 





(iv) An obligation of a less developed 
country, 

(v) An investment which is required be- 
cause of restrictions imposed by a less de- 
veloped country, and 

(vi) Property described in section 956 
(b) (2). 


For purposes of subparagraph (A), the 
determination as to whether income is de- 
rived from sources within less developed 
countries shall be made under regulations 
prescribed by the Secretary or his delegate. 

(4) The term “less developed country 
corporation” also means a foreign corpora- 
tion— 

(A) 80 percent or more of the gross in- 
mes of which for the taxable year consists 
oO — 

(i) Gross income derived from, or in con- 
nection with, the using (or hiring or leas- 
ing for use) in foreign commerce of aircraft 
or vessels registered under the laws of a 
less developed country, or from, or in con- 
nection with, the performance of services 
directly related to use of such aircraft or 
vessels, or from the sale or exchange of such 
aircraft or vessels, and 


(ii) Dividends and interest received from 
foreign corporations which are less devel- 
oped country corporations within the mean- 
ing of this paragraph and 10 percent or 
more of the total combined voting power 
of all classes of stock of which are owned 
by the foreign corporation, and gain from 
the sale or exchange of stock or obligations 
of foreign corporations which are such less 
developed country corporations, and 


(B) 80 percent or more of the assets of 
which on each day of the taxable year con- 
sists of (i) assets used, or held for use, for 
or in connection with the production of in- 
come described in subparagraph (A), and 
tS} property described in section 956(b) 

Ie 


(5) The term “less developed country” 
means (in respect to any foreign corpora- 
tion) any foreign country (other than an 
area within the Sino-Soviet bloc) or any 
possession of the United States with respect 
to which, on the first day of the taxable 
year, there is in effect an Executive order 
by the President of the United States desig- 
nating such country or possession as an 
economically less developed country for 
purposes of this section. For purposes of the 
preceding sentence, an overseas territory, 
department, province, or possession may be 
treated as a separate country. No designa- 
tion shall be made under this paragraph 
with respect to— 


Australia Liechtenstein 

Austria Luxembourg 

Belgium Monaco 

Canada Netherlands 

Denmark New Zealand 

France Norway 

Germany (Federal Union of South Africa 
Republic) San Marino 

Hong Kong Sweden 

Italy Switzerland 

Japan United Kingdom 
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After the President has designated any for- 
eign country or any possession of the 
United States as an economically less de- 
veloped country for purposes of this section, 
he shall not terminate such designation 
(either by issuing an Executive order for 
that purpose or by issuing an Executive 
order under the first sentence of this para- 
graph which has the effect of terminating 
such designation) unless, at least 30 days 
prior to such termination, he has notified 
the Senate and the House of Representa- 
tives of his intention to terminate such des- 
ignation. Any designation in effect on 
March 26, 1975, under section 955(c) (3) 
(as in effect before the enactment of the 
Tax Reduction Act of 1975) shall be 
treated as made under this paragraph. 


* * * * * 


[Sec. 902 as amended by sec. 6(b) (2), Act 
of Sept. 14, 1960 (Pub. L. 86-780, 74 Stat. 
1016) [1960-2 C.B. 720]; sec. 9(a), Rev. 
Act 1962 (Pub. L. 87-834, 76 Stat. 999) 
[1962-3 C.B. 111]; Act of Jan. 12, 1971 
(Pub. L. 91-684, 84 Stat. 2068) [1971-1 
C.B. 550]; sec. 602(c) (6), Tax Reduction 
Act 1975 (Pub. L. 94-12, 89 Stat. 59) 
[1975-1 C.B. 545]] 

Par. 2. Section 1.902-1 is revised to 


read as follows: 


§ 1.902-1 Credit for domestic corpo- 
rate shareholder of a foreign cor- 
poration. 


(a) Definitions. For purposes of sec- 
tion 902 and §§ 1.902-1 and 1.902-2— 


(1) Domestic shareholder. In the 
case of dividends received by a domes- 
tic corporation after December 31, 
1964, from a foreign corporation, the 
term “domestic shareholder” means a 
domestic corporation which owns at 
least 10 percent of the voting stock of 
the foreign corporation at the time it 
receives a dividend from such foreign 
corporation. 


(2) First-tier corporation. In the 
case of dividends received by a domes- 
tic shareholder after December 31, 
1964, from a foreign corporation, the 
term “first-tier corporation” means a 
foreign corporation at least 10 percent 
of the voting stock of which is owned 
by a domestic shareholder at the time 
it receives a dividend from such for- 
eign corporation. 

(3) Second-tier corporation. (i) In 
the case of dividends paid to a first- 
tier corporation by a foreign corpora- 
tion after January 12, 1971 (i.e, the 


date of enactment of Pub. L. 91-684, 
84 Stat. 2068 [1971-1 C.B. 550]), but 
only for purposes of applying this sec- 
tion for a taxable year of a domestic 
shareholder ending after that date, the 
foreign corporation is a “second-tier 
corporation” if at least 10 percent of 
its voting stock is owned by the first- 
tier corporation at the time the first- 
tier corporation receives the dividend. 


(ii) In the case of dividends paid to 
a first-tier corporation by a foreign 
corporation after January 12, 1971, 
but only for purposes of applying this 
section for a taxable year of a domestic 
shareholder ending before January 13, 
1971, or in the case of any dividend 
paid to a first-tier corporation by a 
foreign corporation before January 13, 
1971, the foreign corporation is a “sec- 
ond-tier corporation” if at least 50 
percent of its voting stock is owned by 
the first-tier corporation at the time 
the first-tier corporation receives the 
dividend. 


(4) Third-tier corporation. In the 
case of dividends paid to a second-tier 
corporation (as defined in paragraph 
(a) (3) (i) or (ii) of this section) by a 
foreign corporation after January 12, 
1971, but only for purposes of apply- 
ing this section for a taxable year of a 
domestic shareholder ending after that 
date, the foreign corporation is a 
“third-tier corporation” if at least 10 
percent of its voting stock is owned by 
the second-tier corporation at the time 
the second-tier corporation receives the 
dividend. 


(5) Foreign income taxes. The 
term “foreign income taxes” means in- 
come, war profits, and excess profits 
taxes, and taxes included in the term 
“income, war profits, and excess prof- 
its taxes” by reason of section 903, im- 
posed by a foreign country or a posses- 
sion of the United States. 

(6) Less developed country corpo- 
ration. The term “less developed coun- 
try corporation” is defined in § 1.902-2. 

(7) Dividend. For the definition of 
the term “dividend” for purposes of 
applying section 902 and this section, 
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see section 316 and the regulations 
thereunder. 

(8) Dividend received. A dividend 
shall be considered received for pur- 
poses of section 902 and this section 
when the cash or other property is un- 
qualifiedly made subject to the de- 
mands of the distributee. See § 1.301- 
1(b). 

(b) Domestic shareholder owning 
stock in a first-tier corporation—(1) 
In general. (i) If a domestic share- 
holder receives dividends in any tax- 
able year from its first-tier corporation, 
the credit for foreign income taxes 
allowed by section 901 includes, sub- 
ject to the conditions and limitations 
of this section, the foreign income 
taxes deemed, in accordance with par- 
agraph (b) (2) or (3) of this section, 
to be paid by such domestic share- 
holder for such year. 


(ii) If dividends are received by a 
domestic shareholder from more than 
one first-tier corporation, the taxes 
deemed to be paid by such shareholder 
under section 902(a) and this para- 
graph (b) shall be computed sepa- 
rately with respect to the dividends 
received from each of such first-tier 
corporations. 

(iii) Any taxes deemed paid by a 
domestic shareholder for the taxable 
year pursuant to section 902(a) (1) 
and paragraph (b) (2) of this section 
shall, except as provided in § 1.960- 
3(b), be included in the gross income 
of such shareholder for such year as a 
dividend pursuant to section 78 and 
§ 1.78-1. For the source of such a sec- 
tion 78 dividend, see paragraph 
(h) (1) of this section. 

(iv) Any taxes deemed, under par- 
agraph (b)(2) or (3) of this section, 
to be paid by the domestic shareholder 
shall be deemed to be paid by such 
shareholder only for purposes of the 
foreign tax credit allowed under sec- 
tion 901. See section 904 for other lim- 
itations on the amount of the credit. 

(v) For rules relating to reduction 
of the amount of foreign income taxes 
deemed paid or accrued with respect 
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to foreign mineral income, see section 
901(e) and § 1.901-3. 

(vi) For the nonrecognition as a 
foreign income tax for purposes of this 
section of certain income, profits, or 
excess profits taxes paid or accrued to 
a foreign country in connection with 
the purchase and sale of oil or gas ex- 
tracted in such country, see section 
901(f) and the regulations thereunder. 

(vii) For rules relating to reduction 
of the amount of foreign income taxes 
deemed paid with respect to foreign oil 
and gas extraction income, see section 
907(a) and the regulations thereun- 
der. 

(viii) See the regulations under sec- 
tions 960, 962, and 963 for special 
rules relating to the application of 
section 902 in computing the foreign 
tax credit of United States sharehold- 
ers of controlled foreign corporations. 

(2) When first-tier corporation is 
not a less developed country corpora- 
tion. To the extent dividends are paid 
by a first-tier corporation to its domes- 
tic shareholder out of accumulated 
profits, as defined in paragraph (e) (1) 
of this section, of a taxable year for 
which such first-tier corporation is not 
a less developed country corporation, 
the domestic shareholder shall be 
deemed to have paid the same propor- 
tion of any foreign income taxes paid, 
accrued or deemed, in accordance 
with paragraph (c) (2) of this section, 
to be paid by such first-tier corpora- 
tion on or with respect to such accum- 
ulated profits for such year which the 
amount of such dividends (determined 
without regard to the gross-up under 
section 78) bears to the amount by 
which such accumulated profits exceed 
the amount of such taxes (other than 
those deemed, under paragraph 
(c)(2) of this section, to be paid). 
For determining the amount of foreign 
income taxes paid or accrued by such 
first-tier corporation on or with respect 
to the accumulated profits for the tax- 
able year of such first-tier corporation, 
see paragraph (f) of this section. 

(3) When first-tier corporation is a 
less developed country corporation. To 
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the extent dividends are paid by a 
first-tier corporation to its domestic 
shareholder out of accumulated prof- 
its, as defined in paragraph (e) (2) of 
this section, of a taxable year for 
which such first-tier corporation is a 
less developed country corporation, the 
domestic shareholder shall be deemed 
to have paid the same proportion of 
any foreign income taxes paid, ac- 
crued, or deemed, in accordance with 
paragraph (c)(3) of this section, to 
be paid by such first-tier corporation 
on or with respect to such accumu- 
lated profits for such year which the 
amount of such dividends bears to the 
amount of such accumulated profits. 
For determining the amount of foreign 
income taxes paid or accrued by such 
first-tier corporation on or with respect 
to the accumulated profits for the tax- 
able year of such first-tier corporation, 
see paragraph (f) of this section. 

(c) First-tier corporation owning 
stock in a second-tier corporation— 
(1) In general. For purposes of apply- 
ing section 902(a) and paragraph 
(b) (2) and (3) of this section, if a 
first-tier corporation receives dividends 
in any taxable year from its second- 
tier corporation, the foreign income 
taxes deemed to be paid by the first- 
tier corporation on or with respect to 
its own accumulated profits for such 
year shall be the amount determined 
in accordance with paragraph (c) (2) 
or (3) of this section. This paragraph 
(c) shall not apply unless the product 
of— 

(i) the percentage of voting stock 
owned by the domestic shareholder in 
the first-tier corporation at the time 
that the domestic shareholder receives 
dividends from the first-tier corpora- 
tion in respect of which foreign income 
taxes are deemed to be paid by the 
domestic shareholder under paragraph 
(b) (1) of this section, and 


(ii) the percentage of voting stock 
owned by the first-tier corporation in 
the second-tier corporation 


equals at least 5 percent. The percent- 
age under paragraph (c) (1) (ii) of 





this section of voting stock owned by 
the first-tier corporation in the second- 
tier corporation is determined as of the 
time that the dividend distributed by 
the second-tier corporation is received 
by the first-tier corporation and thus 
included in accumulated profits of the 
first-tier corporation out of which divi- 
dends referred to in paragraph (c) (1) 
(i) of this section are distributed by 
the first-tier corporation to the domes- 
tic shareholder. 


Example. On February 10, 1976, foreign 
corporation B pays a dividend out of its 
accumulated profits for 1975 to foreign 
corporation A. On February 16, 1976, the 
date on which it receives the dividend, A 
Corporation owns 40 percent of the voting 
stock of B Corporation. Both corporations 
use the calendar year as the taxable year. 
On June 1, 1976, A Corporation sells its 
stock in B Corporation. On January 17, 
1977, A Corporation pays a dividend out of 
its accumulated profits for 1976 to domestic 
corporation M. M Corporation owns 30 
percent of the voting stock of A Corpora- 
tion on January 20, 1977, the date on 
which it receives the dividend. M Corpora- 
tion uses a fiscal year ending of April 30 as 
the taxable year. On February 16, 1976, A 
Corporation satisfies the 10-percent stock 
ownership requirement referred to in para- 
graph (a)(3) of this section with respect 
to B Corporation, and on January 20, 1977, 
M Corporation ‘satisfies the 10-percent 
stock-ownership requirement referred to in 
paragraph (a) (2) of this section with re- 
spect to A Corporation. The 5-percent re- 
quirement of this paragraph (c)(1) is also 
satisfied since 30 percent (the percentage 
of voting stock owned by M Corporation in 
A Corporation on January 20, 1977), when 
multiplied by 40 percent (the percentage of 
voting stock owned by A Corporation in B 
Corporation on February 16, 1976), equals 
12 percent. Accordingly, for its taxable year 
ending on April 30, 1977, M Corporation 
is entitled to a credit for a portion of the 
foreign income taxes paid, accrued, or 
deemed to be paid, by A Corporation for 
1976; and for 1976 A Corporation is 
deemed to have paid a portion of the for- 
eign income taxes paid or accrued by B 
Corporation for 1975. 


(2) When first-tier corporation is 
not a less developed country corpora- 
tion. A first-tier corporation which is 
not a less developed country corpora- 
tion for its taxable year in which it re- 
ceives dividends from its second-tier 
corporation shall be deemed to have 
paid for such year the same proportion 
of any foreign income taxes paid, ac- 
crued, or deemed, in accordance with 
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paragraph (d)(2) of this section, to 
be paid by its second-tier corporation 
on or with respect to the accumulated 
profits, as defined in paragraph (e) (1) 
of this section, for the taxable year of 
the second-tier corporation from which 
such dividends are paid which the 
amount of such dividends bears to the 
amount by which such accumulated 
profits of the second-tier corporation 
exceed the taxes so paid or accrued. 
This rule shall apply whether or not 
the second-tier corporation is a less 
developed country corporation for its 
taxable year. For determining the 
amount of the foreign income taxes 
paid or accrued by such second-tier 
corporation on or with respect to the 
accumulated profits for the taxable 
year of such second-tier corporation, 
see paragraph (f) of this section. 

(3) When first-tier corporation is a 
less developed country corporation. A 
first-tier corporation which is a less de- 
veloped country corporation for its 
taxable year in which it receives divi- 
dends from its second-tier corporation 
shall be deemed to have paid for such 
year the same proportion of any for- 
eign income taxes paid, accrued, or 
deemed, in accordance with paragraph 
(d) (3) of this section, to be paid by 
its second-tier corporation on or with 
respect to the accumulated profits, as 
defined in paragraph (e) (2) of this 
section, for the taxable year of the 
second-tier corporation from which 
such dividends are paid which the 
amount of such dividends bears to the 
amount of such accumulated profits of 
the second-tier corporation. This rule 
shall apply whether or not the second- 
tier corporation is a less developed 
country corporation for its taxable 
year. For determining the amount of 
the foreign income taxes paid or ac- 
crued by such second-tier corporation 
on or with respect to the accumulated 
profits of the taxable year of such sec- 
ond-tier corporation, see paragraph 
(f) of this section. 

(d) Second-tier corporation owning 
stock in a third-tier corporation—(1) 


In general. For purposes of applying 


section 902(b)(1) and paragraph 
(c)(2) and (3) of this section, if a 
second-tier corporation receives divi- 
dends in any taxable year from its 
third-tier corporation, the foreign in- 
come taxes deemed to be paid by the 
second-tier corporation on or with re- 
spect to its own accumulated profits 
for such year shall be the amount de- 
termined in accordance with para- 
graph (d)(2) or (3) of this section. 
This paragraph (d) shall not apply 
unless the product of— 

(i) the percentage of voting stock 
arrived at in applying the 5-percent 
requirement of paragraph (c)(1) of 
this section with respect to dividends 
received by the first-tier corporation 
from the second-tier corporation, and 

(ii) the percentage of voting stock 
owned by the second-tier corporation 
in the third-tier corporation 


equals at least 5 percent. The per- 
centage under paragraph (d) (1) (ii) 
of this section of voting stock owned 
by the second-tier corporation in the 
third-tier corporation is determined as 
of the time that the dividend distrib- 
uted by the third-tier corporation is 
received by the second-tier corpora- 
tion and thus included in accumulated 
profits of the second-tier corporation 
out of which dividends referred to in 
paragraph (d)(1)(i) of this section 
are distributed by the second-tier cor- 
poration to the first-tier corporation. 


Example. On February 27, 1975, foreign 
corporation C pays a dividend out of its 
accumulated profits for 1974 to foreign 
corporation B. On March 3, 1975, the date 
on which it receives the dividend, B Cor- 
poration owns 50 percent of the voting 
stock of C Corporation. On February 10, 
1976, B Corporation pays a dividend out of 
its accumulated profits for 1975 to foreign 
corporation A. On February 16, 1976, the 
date on which it receives the dividend, A 
Corporation owns 40 percent of the voting 
stock of B Corporation. All three corpora- 
tions use the calendar year as the taxable 
year. On January 17, 1977, A Corporation 
pays a dividend out of its accumulated 
profits for 1976 to domestic corporation M. 
M Corporation owns 30 percent of the vot- 
ing stock of A Corporation on January 20, 
1977, the date on which it receives the 
dividend. M Corporation uses a fiscal year 
ending on April 30 as the taxable year. On 
February 16, 1976, A Corporation satisfies 
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the 10-percent stock ownership requirement 
referred to in paragraph (a) (3) of this sec- 
tion with respect to B Corporation, and on 
January 20, 1977, M Corporation satisfies 
the 10-percent stock-ownership requirement 
referred to in paragraph (a) (2) of this sec- 
tion with respect to A Corporation. The 
5-percent requirement of paragraph (c) (1) 
of this section is also satisfied since 30 per- 
cent (the percentage of voting stock owned 
by M Corporation in A Corporation on 
January 20, 1977), when multiplied by 40 
percent (the percentage of voting stock 
owned by A Corporation in B Corporation 
on February 16, 1976), equals 12 percent. 
On March 3, 1975, B Corporation satisfies 
the 10-percent stock ownership requirement 
referred to in paragraph (a)(4) of this 
section with respect to C Corporation. The 
5-percent requirement of this paragraph 
(d)(1) is also satisfied since 12 percent 
(the percentage of voting stock arrived at 
in applying the 5-percent requirement of 
paragraph (c)(1) of this section with re- 
spect to the dividends received by A Cor- 
poration from B Corporation on February 
16, 1976), when multiplied by 50 percent 
(the percentage of voting stock owned by 
B Corporation in C Corporation on March 
3, 1975), equals 6 percent. Accordingly, for 
its taxable year ending on April 30, 1977, 
M Corporation is entitled to a credit for a 
portion of the foreign income taxes paid, 
accrued, or deemed to be paid, by A Cor- 
poration for 1976; for 1976 A Corporation 
is deemed to have paid a portion of the 
foreign income taxes paid, accrued, or 
deemed to be paid, by B Corporation for 
1975; and for 1975 B Corporation is 
deemed to have paid a portion of the for- 
eign income taxes paid or accrued by C 
Corporation for 1974. 


(2) When first-tier corporation ts 
not a less developed country corpora- 
tion. For purposes of applying para- 
graph (c) (2) of this section to a first- 
tier corporation which is not a less de- 
veloped country corporation, a second- 
tier corporation which receives divi- 
dends in its taxable year from its third- 
tier corporation shall be deemed to 
have paid for such year the same pro- 
portion of any foreign income taxes 
paid or accrued by its third-tier corpo- 
ration on or with respect to the accum- 
ulated profits, as defined in paragraph 
(e) (1) of this section, for the taxable 
year of the third-tier corporation from 
which such dividends are paid which 
the amount of such dividends bears to 
the amount by which such accumu- 
lated profits of the third-tier corpora- 
tion exceed the taxes so paid or ac- 
crued. This rule shall apply whether or 
not the third-tier corporation is a less 
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developed country corporation for the 
taxable year. For determining the 
amount of the foreign income taxes 
paid or accrued by such third-tier cor- 
poration on or with respect to the ac- 
cumulated profits for the taxable year 
of such third-tier corporation, see par- 
agraph (f) of this section. 

(3) When first-tier corporation is a 
less developed country corporation. 
For purposes of applying paragraph 
(c) (3) of this section to a first-tier 
corporation which is a less developed 
country corporation, a second-tier cor- 
poration which receives dividends in 
its taxable year from its third-tier cor- 
poration shall be deemed to have paid 
for such year the same proportion of 
any foreign income taxes paid or ac- 
crued by its third-tier corporation on 
or with respect to the accumulated 
profits, as defined in paragraph 
(e) (2) of this section, for the taxable 
year of the third-tier corporation from 
which such dividends are paid which 
the amount of such dividends bears to 
the amount of such accumulated prof- 
its of the third-tier corporation. This 
rule shall apply whether or not the 
third-tier corporation is a less devel- 
oped country corporation for its tax- 
able year. For determining the amount 
of the foreign income taxes paid or 
accrued by such third-tier corporation 
on or with respect to the accumulated 
profits for the taxable year of such 
third-tier corporation, see paragraph 
(f) of this section. 

(e) Determination of accumulated 
profits of a foreign corporation—(1) 
When first-tier corporation is not a 
less developed country corporation. 
The accumulated profits for any tax- 
able year of a first-tier corporation 
which is not a less developed country 
corporation for such year, and the ac- 
cumulated profits for any taxable year 
of a second-tier corporation, or of a 
third-tier corporation, which are taken 
into account in applying paragraph 
(c) (2) or (d) (2) of this section with 
respect to such first-tier corporation, 
shall be the sum of— 
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(i) The earnings and profits of such 
corporation for such year, and 

(ii) The foreign income taxes im- 
posed on or with respect to the gains, 
profits, and income to which such 
earnings and profits are attributable. 

(2) When first-tier corporation is a 
less developed country corporation. 
The accumulated profits for any tax- 
able year of a first-tier corporation 
which is a less developed country cor- 
poration for such year, and the accum- 
ulated profits for any taxable year of a 
second-tier corporation, or of a third- 
tier corporation, which are taken into 
account in applying paragraph (c) (3) 
or (d) (3) of this section with respect 
to such first-tier corporation, shall be 
the amount of the earnings and prof- 
its of such corporation for such year. 

(f) Taxes paid on or with respect 
to accumulated profits of a foreign 
corporation. For purposes of this sec- 
tion, the amount of foreign income 
taxes paid or accrued on or with re- 
spect to the accumulated profits of a 
foreign corporation for any taxable 
year shall be so much of the foreign 
income taxes for such year as is prop- 
erly attributable to such accumulated 
profits. For such purpose, the foreign 
income taxes which are properly at- 
tributable to the accumulated profits 
for any taxable year shall be the same 
proportion of the foreign income taxes 
imposed on or with respect to the 
gains, profits, and income for the tax- 
able year as the accumulated profits, 
as determined under paragraph (e) (1) 
or (2), as the case may be, bear to the 
total amount of such gains, profits, 
and income for such year. Since, in 
applying the preceding sentence to a 
first-tier corporation which is not a 
less developed country corporation 
(and to any second-tier or third-tier 
foreign corporation described in para- 
graph (e)(1) of this section), the ac- 
cumulated profits, determined in ac- 
cordance with such paragraph, for the 
taxable year are always equal to the 
total amount of the gains, profits, and 
income for that year, the foreign in- 
come taxes imposed on or with respect 


to such accumulated profits shall be 
the entire amount of the foreign in- 
come taxes paid or accrued for such 
year on or with respect to such gains, 
profits, and income. For purposes of 
this paragraph (f), the gains, profits, 
and income of a foreign corporation 
for any taxable year shall be deter- 
mined after reduction by any income, 
war profits, or excess profits taxes im- 
posed on or with respect to such gains, 
profits, and income by the United 
States. 

(g) Determination of earnings and 
profits of a foreign corporation—(1) 
Taxable year to which section 963 
does not apply. For purposes of this 
section, the earnings and profits of a 
foreign corporation for any taxable 
year beginning after December 31, 
1962, other than a taxable year to 
which paragraph (g) (2) of this sec- 
tion applies, may, if the domestic 
shareholder chooses, be determined 
under the rules provided by § 1.964-1 
exclusive of paragraphs (d) and (e) 
of such section. The translation of 
amounts so determined into United 
States dollars or other foreign currency 
shall be made at the proper exchange 
rate for the date of distribution with 
respect to which the determination is 
made. 

(2) Taxable year to which section 
963 applies. For any taxable year of a 
foreign corporation with respect to 
which there applies under § 1.963-1 
(c)(1) an election by a corporate 
United States shareholder to exclude 
from its gross income for the taxable 
year the subpart F income of a con- 
trolled foreign corporation, the earn- 
ings and profits of such foreign corpo- 
ration for such year with respect to 
such shareholder must be determined, 
for purposes of this section, under the 
rules provided by § 1.964-1, even 
though the amount of the minimum 
distribution required under § 1.963- 
2(a) to be received by such sharehold- 
er from such earnings and profits of 
such foreign corporation, or from the 
consolidated earnings and profits of 
the chain or group which includes such 
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foreign corporation, is zero. Effective 
for taxable years of foreign corpora- 
tions beginning after December 31, 
1975, section 963 is repealed by sec- 
tion 602(a) (1) of the Tax Reduction 
Act of 1975 (Pub. L. 94-12, 89 Stat. 
58) [1975-1 C.B. 545]; accordingly, 
this paragraph (g) (2) is inapplicable 
with respect to computing earnings 
and profits for such taxable years. 


(3) Time and manner of making 
choice. The controlling United States 
shareholders (as defined in § 1.964-1 
(c) (5) ) of a foreign corporation shall 
make the choice referred to in para- 
graph (g)(1) of this section (includ- 
ing the elections permitted by § 1.964- 
1(b) and (c)) by filing a written 
statement to such effect with the Di- 
rector of the Internal Revenue Service 
Center, 11601 Roosevelt Boulevard, 
Philadelphia, Pennsylvania 19155, 
within 180 days after the close of the 
first taxable year of the foreign corpo- 
ration during which such shareholders 
receive a distribution of earnings and 
profits with respect to which the bene- 
fits of this section are claimed or on 
or before November 15, 1965, which- 
ever is later. For purposes of this para- 
graph (g)(3), the 180-day period 
shall commence on the date of receipt 
of any distribution which is considered 
paid from the accumulated profits of 
a preceding year or years under para- 
graph (g)(4) of this section. See 
§ 1.964-1(c) (3) (ii) and (iii) for pro- 
cedures requiring notification of the 
Director of the Internal Revenue Serv- 
ice Center and noncontrolling share- 
holders of action taken. 


(4) Determination by district direc- 
tor. The district director in whose dis- 
trict is filed the income tax return of 
the domestic shareholder claiming a 
credit under section 901 for foreign in- 
come taxes deemed, under section 902 
and this section, to be paid by such 
shareholder shall have the power to 
determine, with respect to a foreign 
corporation, from the accumulated 
profits of what taxable year or years 
the dividends were paid. In making 


such determination the district direc- 
tor shall, unless it is otherwise estab- 
lished to his satisfaction, treat any 
dividends which are paid in the first 60 
days of any taxable year of such a cor- 
poration as having been paid from the 
accumulated profits of the preceding 
taxable year or years of such corpora- 
tion and shall, in other respects, treat 
any dividends as having been paid 
from the most recently accumulated 
profits. For purposes of this paragraph 
(g) (4), in the case of a foreign corpo- 
ration the foreign income taxes of 
which are determined on the basis of 
an accounting period of less than 1 
year, the term “year” shall mean such 
accounting period. See sections 441 
(b) (3) and 443. 

(h) Source of income from first-tier 
corporation and country to which tax 
is deemed paid—(1) Source of in- 
come. For purposes of section 904 
(a)(1) (relating to the per-country 
limitation), in the case of a dividend 
received by a domestic shareholder 
from a first-tier corporation there shall 
be deemed to be derived from sources 
within the foreign country or posses- 
sion of the United States under the 
laws of which the first-tier corporation 
is created or organized the sum of the 
amounts which under paragraph 
(a) (3) (ii) of § 1.861-3 are treated, 
with respect to such dividend, as in- 
come from sources without the United 
States. 


(2) Country to which taxes deemed 
paid. For purposes of section 904, all 
foreign income taxes paid, or deemed 
under paragraph (c) of this section to 
be paid, by a first-tier corporation 
shall be deemed to be paid to the for- 
eign country or possession of the 
United States under the laws of which 
such first-tier corporation is created or 
organized. 


(i) United Kingdom income taxes 
paid with respect to royalties. A tax- 
payer shall not be deemed under sec- 
tion 902 and this section to have paid 
any taxes with respect to which a 
credit is allowable to such taxpayer or 


Section 902 


any other taxpayer by virtue of section 
905(b). 

(j) Information to be furnished. If 
the credit for foreign income taxes 
claimed under section 901 includes 
taxes deemed, under paragraph 
(b) (2) or (3) of this section, to be 
paid, the domestic shareholder must 
furnish the same information with re- 
spect to such taxes as it is required to 
furnish with respect to the taxes ac- 
tually paid or accrued by it and for 
whicii credit is claimed. See § 1.905-2. 
For other information required to be 
furnished by the domestic shareholder 
for the annual accounting period of 
certain foreign corporations ending 
with or within such shareholder’s tax- 
able year, and for reduction in the 
amount of foreign income taxes paid 
or deemed to be paid for failure to 
furnish such information, see section 
6038 and the regulations thereunder. 


(k) Illustrations. The application 
of this section may be illustrated by 
the following examples: 


Example (1). Throughout 1975, domes- 
tic corporation M owns all the one class of 
stock of foreign corporation A, not a less 
developed country corporation. Both cor- 
porations use the calendar year as the tax- 
able year. Corporation A has accumulated 
profits, pays foreign income taxes, and pays 
dividends for 1975 as summarized below. 
For 1975, M Corporation is deemed, under 
paragraph (b)(2) of this section, to have 
paid $20 of the foreign income taxes paid 
by A Corporation for 1975 and includes 
such amount in gross income under section 
78 as a dividend, determined as follows: 


Gains, profits, and income of A Cor- 
poration 
Foreign income taxes imposed on or 
with respect to gains, profits, and 
income 40 
Accumulated profits --__.___------ 100 
Foreign income taxes paid on or with 
respect to accumulated profits (to- 








tal foreign income taxes) ~---~-~-~ 40 
Accumulated profits in excess of for- 

eign income taxes -_------------ 60 
Dividends paid to M Corporation -_- 30 


Foreign income taxes of A Corpora- 
tion deemed paid by M Corpora- 
tion under sec. 902(a)(1) ($40x 
$30/$60) 


Example (2). The facts are the same as 
in example (1), except that M Corporation 
also owns all the one class of stock of for- 
eign corporation B, a less developed coun- 
try corporation, which also uses the calen- 
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dar year as the taxable year. Corporation 
B has accumulated profits, pays foreign in- 
come taxes, and pays dividends for 1975 as 
summarized below. For 1975, M Corpora- 
tion is deemed, under paragraph (b) (2) of 
this section, to have paid $20 of the foreign 
income taxes paid by A Corporation for 
1975; is deemed, under paragraph (b) (3) 
of this section, to have paid $12 of the for- 
eign income taxes paid by B Corporation 
for 1975; and includes $20 in gross income 
as a dividend under section 78, determined 
as follows: 


B CORPORATION 
Gains, profits, and income ~-_---_~ $100 
Foreign income taxes imposed on or 
with respect to gains, profits, and 


ee a eee 40 
Accumulated profits ______________ 60 
Foreign income taxes paid on or with 

respect to accumulated profits 

($40x$60/$100) --_--__-______ 24 
Dividends paid to M Corporation __ 30 


Foreign income taxes of B Corpora- 
tion deemed paid by M Corpora- 
tion under sec. 902(a)(2) ($24x 
a eee 12 


M CORPORATION 
Foreign income taxes deemed paid 
under sec. 902(a): 
Taxes of A Corporation (from ex- 





ample (1)) — Me 20 
Taxes of B Corporation. (as deter- 

oh ee 12 

Total eg 





Foreign income taxes included in 
gross income under sec. 78 as a 
dividend: 

Taxes of A Corporation (from ex- 


“TS See eee 20 
Taxes of B Corporation ________ 0 
Total = 20 





Example (3). For 1975, domestic corpo- 
ration M owns all the one class of stock of 
foreign corporation A, not a less developed 
country corporation, which in turn owns 
all the one class stock of foreign corpora- 
tion B. All corporations use the calendar 
year as the taxable year. For 1975, M Cor- 
poration is deemed under paragraph (b) 
(2) of this section to have paid $50 of the 
foreign income taxes paid, or deemed un- 
der paragraph (c) (2) of this section to be 
paid, by A Corporation for such year and 
includes such amount in gross income as a 
dividend under section 78, determined as 
follows upon the basis of the facts assumed: 


B Corporation (second-tier corporation) : 
Gains, profits, and income —_____ $300 
Foreign income taxes imposed on 

or with respect to gains, profits, 

and income 120 
Accumulated profits ___________ 300 
Foreign income taxes paid by B 

Corporation on or with respect 

to its accumulated profits (total 





foreign income taxes) ~-______ 120 
Accumulated profits in excess of 
foreign income taxes _________ 180 
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Dividends paid on December 31, 
1975 to A Corporation _______ 90 


Foreign income taxes of B Corpo- 
ration deemed paid by A Corpo- 
ration for 1975 under sec. 902 
(b) (1) (A) ($120x$90/$180)__ 60 


A Corporation (first-tier corporation) : 
Gains, profits, and income: 


Business operations ~-_-----_~_ 200 
Dividends from B Corporation 90 
WN 3528 ee, 290 


Foreign income taxes imposed on 

or with respect to gains, profits, 

Rae “Income. 255s a 40 
Accumulated profits ___________ 290 
Foreign income taxes paid by A 

Corporation on or with respect 

to its accumulated profits (total 


foreign income taxes) _______~ 40 
Accumulated profits in excess of 
foreign income taxes ______~-_ 250 


Foreign income taxes paid, and 
deemed to be paid, by A Corpo- 
ration for 1975 on or with re- 
spect to its accumulated profits 
for such year ($60+$40) _____ 100 

Dividends paid on December 31, 
1975, to M Corporation _____-~ 

M Corporation (domestic shareholder) : 

Foreign income taxes of A Corpo- 
ration deemed paid by M Corpo- 
ration: for 1975 under sec. 902 
(a) (1) ($100x$125/$250) -_-__ 50 

Foreign income taxes included in 
gross income of M Corporation 
under sec. 78 as a dividend re- 
ceived from A Corporation ____ 50 


Example (4). The facts are the same as 
in example (3), except that A Corporation 
is a less developed country corporation for 
1975. For 1975, M Corporation is deemed 
under paragraph (b)(3) of this section to 
have paid $35.24 of the foreign income 
taxes paid, or deemed under paragraph (c) 
(3) of this section to be paid, by A Corpo- 
ration for such year, determined as follows: 


B Corporation (second-tier corporation) : 
Gains, profits, and income ____ $300.00 
Foreign income taxes imposed 

on or with respect to gains, 


profits, and income ~_-_---~ 120.00 
Accumulated profits __-_----- 180.00 
Foreign income taxes paid by B 

Corporation on or with re- 

spect to its accumulated prof- 

its ($120x$180/$300) __--_ 72.00 
Dividends paid on Dec. 31, 

1975 to A Corporation __---~ 90.00 
Foreign income taxes of B Cor- 

poration deemed paid by A 

Corporation for 1975 ($72x 

BO OO i ak ee 36.00 


A Corporation (first-tier corporation) : 
Gains, profits, and income: 


Business operations ____---~ 200.00 
Dividends from B Corporation 90.00 
cl Ea ae oye 290.00 
Foreign income taxes imposed 
on or with respect to gains, 
profits, and income _____--_ 0.00 





Accumulated profits _________ 
Foreign income taxes paid by A 
Corporation on or with re- 
spect to its accumulated prof- 
its ($40x$250/$290) ______ 34.48 
Foreign income taxes paid, and 
deemed to be paid, by A Cor- 
poration for 1975 on or with 
respect to its accumulated 
profits for such year ($36.00 


Sle) ie 70.48 
Dividends paid on December 31, 
1975 to M Corporation ____ 125.00 


M Corporation (domestic shareholder) : 
Foreign income taxes of A Cor- 
poration deemed paid by M 
Corporation for 1975 under 
sec. 902(a)(2) ($70.48x$125/ 
- 5) TE OE ae es 35.24 


Example (5). Throughout 1975, domes- 
tic corporation M owns 50 percent of the 
voting stock of foreign corporation A, not 
a less developed country corporation. A 
Corporation has owned 40 percent of the 
voting stock of foreign corporation B, a less 
developed country corporation, since 1970; 
B Corporation has owned 30 percent of the 
voting stock of foreign corporation C, a less 
developed country corporation, since 1972. 
B Corporation uses a fiscal year ending on 
June 30 as its taxable year; all other cor- 
porations use the calendar year as the tax- 
able year. On February 1, 1974, B Corpo- 
ration receives a dividend from C Corpo- 
ration out of C Corporation’s accumulated 
profits for 1973. On February 15, 1974, A 
Corporation receives a dividend from B 
Corporation out of B Corporation’s accu- 
mulated profits for its fiscal year ending in 
1974. On February 15, 1975, M Corpora- 
tion receives a dividend from A Corpora- 
tion out of A Corporaton’s accumulated 
profits for 1974. For 1975, M Corporation 
is deemed under paragraph (b) (2) of this 
section to have paid $81.67 of the foreign 
income taxes paid, or deemed under para- 
graph (c) (2) of this section to be paid, by 
A Corporation on or with respect to its 
accumulated profits for 1974, and M Cor- 
poration includes that amount in _ gross 
income as a dividend under section 78, 
determined as follows upon the basis of the 
facts assumed : 


C Corporation (third-tier corporation) : 
Gains, profits, and income for 
1973 





$2,000.00 
Foreign income taxes imposed 
on or with respect to such 
gains, profits, and income _ 800.00 
Accumulated profits _-_-_____ 2,000.00 
Foreign income taxes paid by 
C Corporation on or with 
respect to its accumulated 
profits (total foreign in- 
come taxts) 2.22.2... 800.00 
Accumulated profits in excess 
of foreign income taxes ____ 1,200.00 
Dividends paid on February 
1, 1974 to B Corporation__ 150.00 


Foreign income taxes of C Cor- 
poration for 1973 deemed 








BC 


Bi 


— 








00 


00 
00 


00 
00 
00 








paid by B Corporation for 

its fiscal year ending in 1974 
($800x$150/$1,200) __-- 100.00 

B Corporation (second-tier corporation): 
Gains, profits, and income for 
fiscal year ending in 1974: 
Business operations ____--_~_ 
Dividends from C Corpora- 
geal a Me aie eee 


SOQE Wf sok oe 
Foreign income taxes imposed 
on or with respect to gains, 
profits, and income ~_-~~-~ 
Accumulated profits ---_-__ 
Foreign income taxes paid by 
B Corporation on or with 
respect to its accumulated 
profits (total foreign in- 
come tanes) 22. 2.225. 
Accumulated profits in excess 
of foreign income taxes ~~ 
Foreign income taxes paid, 
and deemed to be paid, by 
B Corporation for its fiscal 
year on or with respect to 
its accumulated profits for 
such year ($100+$200) _ 
Dividends paid on February 
15, 1974 to A Corporation 
Foreign income taxes of 
Corporation for its fiscal 
year deemed paid by A 
Corporaiton for 1974 
($300x$120/$800) ~_---- $ 45.00 
A Corporation (first-tier corporation) : 
Gains, profits, and income for 
1974: 
Business operations ~----~---~ 
Dividends from B Corpora- 
RON cr oh erred Seat 


Total ais 
Foreign income taxes imposed 
on or with respect to gains, 
profits, and income __---~- 
Accumulated profits _--_--~- 
Foreign income taxes paid by 
A Corporation on or with 
respect to its accumulated 
profits (total foreign in- 
come taxes) .22.525 
Accumulated profits in excess 
of foreign taxes _------__ 
Foreign income taxes paid, 
and deemed to be paid, by 
A Corporation for 1974 
on or with respect to its ac- 
cumulated profits for such 
year ($45+$200) __--___ 
Dividends paid on February 
15, 1975 to M Corpora- 


150.00 
1,000.00 


200.00 
1,000.00 


200.00 
800.00 


300.00 
120.00 





245.00 


tion 100.00 
M Corporation (domestic shareholder): 
Foreign income taxes of 
Corporation _for 1974 
deemed paid by M Cor- 
poration for 1975 under 
sec. 902(a) (1) 
($245x$100/$300) ------ 
Foreign income taxes included 
in gross income of M Cor- 
poration under sec. 78 as 
a dividend received from 
A Corporation _----__--- 





81.67 


81.67 


Example (6). The facts are the same 
as in example (5), except that A Cor- 
poration is a less developed country cor- 
poration for 1974. For 1975, M Cor- 
poration is deemed under paragraph (b) 
(3) of this section to have paid $51 of the 
foreign income taxes paid, or deemed un- 
der paragraph (c)(3) of this section to 
be paid, by A Corporation on or with 
respect to its accumulated profits for 1974, 
determined as follows: 


C Corporation (third-tier corporation): 
Gains, profits, and income for 
1973 


Foreign income taxes imposed 
on or with respect to such 
gains, profits, and income ~~ 800 
Accumulated profits _--___--__ 
Foreign income taxes paid by C 
Corporation on or with respect 
to its accumulated profits 
($800x$1200/$2000) 
Dividends paid on February 1, 
1974 to B Corporation ___-_-~ 150 
Foreign income taxes of C Cor- 
poration for 1973 deemed paid 
by B Corporation for its fiscal 
year ending in 1974 
($480x$150/$1,200) _---___ 60 


B Corporation (second-tier corporation): 
Gains, profits, and income for 
fiscal year ending in 1974: 


Business operations ~_________ 850 
Dividends from C Corporation 150 
"SOG 3.0 ee oes 1,000 


Foreign income taxes imposed on 


or with respect to gains, 
profits, and income _________ 200 
Accumulated profits __________ 800 


Foreign income taxes paid by 
B Corporation on or with re- 
spect to its accumulated profits 
($200x$800 /$1000) ________ 160 
Foreign income taxes paid, and 
deemed to be paid, by B Cor- 
poration for its fiscal year on 
or with respect to its accumu- 
lated profits for such year 


($60+- $160) == $ 220 
Dividends paid on February 15, 
1974 to A Corporation ____~ 120 


Foreign income taxes of B Cor- 
poration for its fiscal year 
deemed paid by A Corpora- 
tion for 1974 
($220x$120/$800) -------- 33 


A Corporation (first-tier corporation): 
Gains, profits, and income for 
1974: 





Business operations ~_-_--__ 380 
Dividends from B Corporation 120 
Total 500 


Foreign income taxes imposed on 

or with respect to gains, profits 

and income 200 
Accumulated profits ______--__ 300 
Foreign income taxes paid by A 

Corporation on or with re- 

spect to its accumulated profits 


($200x$300/$500) -------_ 120 
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Foreign income taxes paid, and 
deemed to be paid, by A Cor- 
poration for 1974 on or with 
respect to its accumulated 
profits for such year 


($33+$120) _--___________ 153 
Dividends paid on February 15, 
1975 to M Corporation ____ 100 


M Corporation (domestic shareholder): 

Foreign income taxes of A Cor- 

poration for 1974 deemed 
paid by M Corporation for 
1975 under sec. 902(a) (2) 
($153x$100/$300) _-_______ $ 

(1) Effective date. This section ap- 
plies to any distribution received from 
a first-tier corporation by its domestic 
shareholder after December 31, 1964. 
For corresponding rules applicable to 
distributions received by the domestic 
shareholder prior to January 1, 1965, 
see 26 CFR 1.902-5 (Rev. as of April 
1, 1976). 

Par. 3. Section 1.902-2 is deleted. 

Par. 4. Section 1.902-3 is deleted. 

Par. 5. Section 1.902-4 is redesig- 
nated as § 1.902-2, and as redesignated 
is amended as follows: 

1. Paragraph (a) is amended by 
inserting “(as in effect before the en- 
actment of the Tax Reduction Act of 
1975)” after the words “section 955 
(c)(1) or (2)”, the words “section 
955(c)(1)”, and the words “section 
955(c) (1) (B)”. 

2. Paragraph (b) is amended by 
deleting the last sentence of subpara- 
graph (1) and of subparagraph (2). 

3. Example (1) of paragraph (c) 
is amended by deleting “paragraph 
(c) (2) and (3) (ii) of § 1.902-3” and 
inserting in lieu thereof “§ 1.902-1 
(e) (2)” in the last sentence. 

4. Example (2) of paragraph (c) is 
amended by deleting “paragraph 
(c) (1) of § 1.902-3” and inserting in 
lieu thereof “§ 1.902-1(e)(1)” in the 
last sentence. 

5. Example (3) of paragraph (c) 
is amended by deleting “paragraph 
(c) (2) of § 1.902-3” and inserting in 
lieu thereof “§ 1.902-1(e)(2)” in the 
last sentence. 

6. There is added immediately after 
paragraph (c) a new paragraph (d) 
to read as follows: 
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§ 1.902-2. Definition of less devel- 
oped country corporation for pur- 
poses of section 902. 


* * * * * 


(d) Effective date. This section ap- 
plies to any distribution received from 
a first-tier corporation by its domestic 
shareholder after December 31, 1964, 
whether before or after the effective 
date of the Tax Reduction Act of 
1975. For corresponding rules applica- 
ble to distributions received by the do- 
mestic shareholder prior to January 1, 
1965, see 26 CFR 1.902-5 (Rev. as of 
April 1, 1976). 

Par. 6. Section 1.902-5 is deleted. 

Par. 7. Section 1.78-1 is amended as 
follows: 

1. Paragraph (a) is amended by 
striking out “paragraph (a)(2) of 
§ 1.902-3” from the first sentence and 
“paragraph (d)(1) of § 1.902-3” 
from the third sentence and inserting 
in lieu thereof “§ 1.902-1(b)(2)” in 
the first sentence and “§ 1.902-1 
(h) (1)” in the third sentence. 

2. Paragraph (e)(1) is amended 
by striking out “paragraph (a) (2) of 
§ 1.902-3” from the first sentence and 
*§ 1.902-5” from the last sentence 
and inserting in lieu thereof “§ 1.902- 
1(b)(2)” in the first sentence and 
“the regulations under section 902” in 
the last sentence. 

3. Paragraph (f) is amended by 
striking out “§ 1.902-3” and inserting 
in lieu thereof “§ 1.902-1”. 

Par. 8. Section 1.901-3 is amended 
as follows: 

1. Paragraph (b) (2) (i) is amend- 
ed by striking out “paragraph (d) (1) 
of § 1.902-3” wherever it occurs and 
inserting in lieu thereof “§ 1.902-1 
(h) (1)”. 

2. Paragraph (c) of the example 
under paragraph (b)(2)(ii) is 
amended by striking out “§ 1.902-3 
(d)(1)” and inserting in lieu thereof 
“§ 1.902-1(h) (1)” and by striking out 
“(§ 1.902-3(a) (2))”. 

3. Example (8) in paragraph (d) 
is amended by striking out “§ 1.902- 
3(d)” and inserting in lieu thereof 
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“§ 1.902-1(h)” in the third sentence. 

Par. 9. Section 1.960-1 is amended 
as follows: 

1. Paragraph (b) (4) is amended 
by striking out “§ 1.902-4” and insert- 
ing in lieu thereof “the regulations 
thereunder”. 

2. Paragraph (h) is amended by 
striking out “§ 1.902-5” wherever it 
occurs and inserting in lieu thereof 
“the regulations under section 902”. 

Par. 10. Paragraph (a) of § 1.960-3 
is amended by striking out the last sen- 
tence. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


WituuM E. WILiiaMs, 
Acting Commissioner 
of Internal Revenue. 


Approved March 14, 1977. 


LauRENCE N. WoopworTH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on April 15, 1977, 8:45 am., and pub- 
lished in the issue of the Federal Register 
for April 18, 1977, 42 F.R..20123) 


26 CFR 1.902-3: Credit for domestic cor- 
porate shareholder of a foreign corporation 
(after amendment by Revenue Act of 
1962). 


Foreign tax credit; taxes paid by 
subsidiary on income of its subsidi- 
aries. For purposes of computing 
the deemed paid foreign tax credit 
under section 902 of the Code, 
taxes paid by a foreign subsidiary 
on its income and the income of its 
wholly owned foreign subsidiaries, 
for which the first and second tier 
subsidiaries are jointly and sever- 
ally liable and that is computed as 
if the second tier subsidiaries were 
merged into the first tier subsidi- 
ary, are to be prorated and treated 
as if each corporation actually paid 
the foreign income taxes allocated 





to it; Rev. Rul. 
guished. 


Rev. Rul. 77-209 


Advice has been requested, under 
the circumstances described below, 
concerning the proper method of de- 
termining the amount of foreign taxes 
paid for purposes of computing the 
deemed paid foreign tax credit under 
section 902 of the Internal Revenue 
Code of 1954. 

P is a domestic corporation that re- 
ceived dividends during the taxable 
year from S, a wholly owned foreign 
country subsidiary of P, incorporated 
in country Z. § is the owner of several 
other foreign corporations incorpo- 
rated in various foreign countries in- 
cluding country Z. 

For the fiscal year ending in 1977, 
S and its country Z subsidiaries file 
an income tax under the “fiscal unity” 
provisions of the income tax laws of 
country Z that permit resident cor- 
porations wholly owned by another 
resident corporation to be taxed as if 
the subsidiary corporations were 
merged into the parent corporation. 
The corporations are considered 
merged solely for the purposes of the 
application of the “fiscal unity” pro- 
visions. The parent and _ subsidiary 
corporations are jointly and severally 
liable for the tax due by the com- 
bination of the corporations, as if they 
had been assessed themselves. S will 
actually pay any tax due to country 


58-518 distin- 


The question presented is whether 
the country Z subsidiaries of S are 
considered to have paid the country 
Z income taxes imposed on their in- 
come. 

Section 902(a) of the Code pro- 
vides, in part, that a domestic cor- 
poration that owns at least 10 per- 
cent of the voting stock of a foreign 
corporation from which it receives 
dividends in any taxable year shall 
be deemed to have paid the same por- 
tion of any income taxes paid or 
deemed to be paid by such foreign 
corporation to any foreign country, 
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on or with respect to the accumulated 
profits of such foreign corporation 
from which such dividends were paid, 
which the amount of such dividends 
bears to the amount of such accumu- 
lated profits in excess of such income 
taxes. 

Section 902(b) of the Code pro- 
vides, in part, that if a first-tier for- 
eign subsidiary owns at least 10 per- 
cent of the voting stock of a second 
foreign corporation from which it re- 
ceives dividends in any taxable year, 
it shall be deemed to have paid a cer- 
tain portion of any income taxes paid 
or deemed to be paid by the second 
foreign corporation. 

Section 1.902-3(c)(4) of the In- 
come Tax Regulations provides, in 
part, that the amount of foreign in- 
come taxes paid or accrued on or with 
respect to the accumulated profits of 
a first-tier corporation or second-tier 
corporation for any taxable year shall 
be so much of the foreign income 
taxes for such year as is properly at- 
tributable to such accumulated profits. 
The foreign income taxes that are 
properly attributable to the accumu- 
lated profits for any taxable year shall 
be the same proportion of the foreign 
income taxes imposed on or with re- 
spect to the gains, profits, and income 
for the taxable year as the accumu- 
lated profits bear to the total amount 
of such gains, profits, and income. 

The determination of who paid the 
tax is to be made under the criteria 
established by the laws of the United 
States rather than by classification 
under foreign statute. See Biddle v. 
Commissioner, 302 U.S. 573 (1938). 

S and its country Z subsidiaries are 
jointly and severally liable to country 
Z for the tax due regardless of the 
fact that the entire tax liability is 
paid by S. Thus, S and each of its 
country Z subsidiaries are considered 
to have paid that portion of the tax 
that is attributable to their income. 

Accordingly, the country Z income 
taxes paid by S are to be prorated 
among § and its country Z subsidiaries 
and treated as if each corporation 





actually paid the foreign income taxes 
allocated to it. 

Rev. Rul. 58-518, 1958-2 CB. 
381, involves a domestic corporation 
that owns all the stock of a domestic 
subsidiary and of a foreign subsidiary. 
The government of the foreign coun- 
try in which the foreign subsidiary was 
incorporated assessed an income tax 
on the domestic parent corporation 
based on the combined net taxable 
income of both subsidiaries. Rev. Rul. 
58-518 determined that there was no 
authority for prorating to the subsidi- 
aries the foreign income taxes assessed 
against and borne by the domestic 
parent corporation. 

Rev. Rul. 58-518 is distinguishable 
from the instant situation because in 
the instant case S$ and its country Z 
subsidiaries are themselves jointly and 
severally liable for the tax due. 

Rev. Rul. 58-518 is distinguished. 





Section 908.—Reduction of Credit 
for Participation in or Cooperation 
With An International Boycott 


Procedures pertaining to the issuance of 
boycott determinations under section 999 
(d) of the Code, which may result in the 
denial of certain Federal income tax bene- 
fits. See Rev. Proc. 77-9, page 542. 





Subpart B.—Earned Income of Citizens of 
United States 





Section 911.—Earned Income 
from Sources Without the United 
States 


26 CFR 1.911-2: Earned income from 
sources without the United States attrib- 
utable to services performed after 1962. 


Income source; airline pilot. 
Compensation based on actual 
flight time paid to an airline pilot 
who is a U.S. citizen and bona fide 
resident of a foreign country must 
be allocated between U.S. and for- 
eign sources by comparing the 
hours of both flight and required 
preflight services performed in the 
U.S. to the total hours of such 
services. Rev. Rul. 76-66 distin- 
guished. 


Section 911 


Rev. Rul. 77-167 


Advice has been requested as to the 
proper method of allocating compen- 
sation for personal services between 
services performed within the United 
States and without the United States 
for purposes of section 911 of the In- 
ternal Revenue Code of 1954, under 
the circumstances described below. 

The taxpayer, a United States citi- 
zen and bona fide resident (within the 
meaning of section 911(a)(1) of the 
Code) of foreign country S, performed 
personal services during 1975 under an 
exclusive employment contract in cities 
within both country § and the United 
States. The services performed by tax- 
payer, an airline pilot, consisted of ac- 
tual flight time services and preflight 
services that the taxpayer was required 
to perform. The preflight services con- 
sist of the review and approval of 
flight plans, checking weather data 
prior to the actual flight, checking the 
physical structure of the aircraft, run- 
ning through an operational checklist 
of the onboard systems with the co- 
pilot and navigator and other related 
flight preclearances involving passen- 
ger lists and safety precautions. These 
preflight services were expressly and 
impliedly required to be performed by 
the taxpayer by the terms of the con- 
tract and general industry practice. 
None of the services (actual flight time 
or preflight) were performed in the 
context of a customary workday or 
workweek. 

Under the contract, the taxpayer re- 
ceived a monthly compensation for the 
services performed. The monthly com- 
pensation was computed based on the 
actual flight time and not preflight 
services. The taxpayer’s contract did 
not provide for an allocation of com- 
pensation based on services performed 
either within or without the United 
States. 

From August 1, 1975, to August 31, 
1975, the taxpayer spent 60 hours per- 
forming flight services and 40 hours 
performing preflight services. The 
compensation paid to the taxpayer, 
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computed only on the time spent per- 
forming flight services, was 1,000x 
dollars. Of the time spent performing 
flight services, 30 hours were spent in 
the United States and 30 hours were 
spent outside the United States. Of 
the time spent performing preflight 
services, 30 hours were spent in the 
United States and 10 hours were 
. spent outside the United States. The 
100 hours worked by the taxpayer 
were spread over a period of 20 days 
and varied in the number of hours 
worked on any given day. 

Section 91l(a)(1) of the Code 
provides, in part, that an individual 
citizen of the United States who is a 
bona fide resident of a foreign coun- 
try for an uninterrupted period that 
includes an entire taxable year shall 
exclude from gross income amounts 
received from sources without the 
United States that constitute earned 
income attributable to services per- 
formed during the period of foreign 
residence. The amount excluded is 
limited under section 911(c). 

Section 911(b) of the Code pro- 
vides, in part, that “earned income” 
means wages, salaries, or professional 
fees, and other amounts received as 
compensation for personal services 
actually rendered. 

Section 861(a) (3) of the Code pro- 
vides, in part, that compensation for 
labor or personal services performed 
in the United States shall be treated 
as income from sources within the 
United States. 

Section 1.911-2(c) (4) of the In- 
come Tax Regulations provides, in 
part, that no amounts received for 
services performed within the United 
States shall be excluded from gross 
income under section 911 of the Code. 
For the allocation or segregation as 
between sources within and sources 
without the United States in the case 
of compensation for labor or per- 
sonal services, see sections 861, 862, 
863, and 864 and the regulations 
thereunder. 

Section 1.861-4(b) (2) of the regu- 
lations provides, in part, that for tax- 
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able years beginning before January 
1, 1976, a specific amount paid for 
labor or personal services performed 
in the United States shall be included 
in gross income if it constitutes in- 
coine from sources within the United 
States. If no accurate allocation or 
segregation of compensation for labor 
or personal services performed in the 
United States can be made, or when 
such labor or service is performed 
partly within and partly without the 
United States, the amount to be in- 
cluded in gross income shall be de- 
termined by an apportionment on the 
time basis; that is, there shall be in- 
cluded in gross income an amount 
which bears the same relation to the 
total compensation as the number of 
days of performance of the labor or 
services within the United States 
bears to the total number of days of 
performance of labor or services for 
which payment is made. 

In Tennessee Coal, Iron & Rail- 
road Co. v. Muscoda Local No. 123, 
321 U.S. 590, 598 (1944), rehearing 
denied, 322 U.S. 771 (1945), the 
Supreme Court of the United States 
stated that, as commonly used, work 
or employment means physical or 
mental exertion (whether burdensome 
or not) controlled or required by the 
employer anc pursued necessarily and 
primarily for the benefit of the em- 
ployer and the employer’s business. 

Compensation, regardless of how 
measured, is an expressed amount in- 
tended to compensate an employee 
for the employee’s regular workday 
labor or for services including such 
other obligations that may be required 
or incidental thereto. See Rapp uv. 
United States, 340 F.2d 635 (Ct. Cl. 
1964). 

Rev. Rul. 69-238, 1969-1 C.B. 195, 
involves a situation in which a cost of 
living allowance received by a tax- 
payer eligible for the benefits of sec- 
tion 911 of the Code was allocated 
between United States and foreign 
source income based solely on the 
number of regular workdays, spent in 
the United States and spent abroad, 





for which the taxpayer received com- 
pensation. 

Rev. Rul. 76-66, 1976-1 C.B. 189, 
states that the salary paid to the tax- 
payer, a nonresident alien professional 
hockey player, employed by a USS. 
professional hockey club that trains 
and plays part of its games in Canada, 
and part in the United States, is 
earned from sources partly within and 
partly without the U.S. and may be 
allocated on the basis of services per- 
formed during the regular season 
under section 1.861-4(b) of the regu- 
lations. Prior to the regular season the 
taxpayer reported to and participated 
in a 30-day training period at a camp 
of the club located in Canada, during 
which period the taxpayer received a 
per diem allowance in addition to a 
per diem allowance and other amounts 
for playing in exhibition games played 
during this period. The per diem allow- 
ances and amounts received for the 
training camp period and for the ex- 
hibition games played in this period 
were not included in the taxpayer’s 
salary for purposes of allocating the 
taxpayer’s salary to sources within and 
without the U.S. under section 1.861- 
4(b). Such allowances and amounts 
were considered to be from a source 
at the location of the training camp 
and at the location of the exhibition 
games. These amounts were consid- 
ered separately from the salary paid to 
the taxpayer for regular season play. 

In the subject case, the taxpayer’s 
compensation is based solely on the 
number of hours spent performing 
flight services. However, an allocation 
of compensation between United 
States and foreign sources based solely 
on these hours would be inaccurate 
since it would not take into account all 
of the preflight services performed by 
the taxpayer. These services must be 
taken into account since the taxpayer 
was required to perform them as a 
condition for receiving the compensa- 
tion. Moreover, but for the perform- 
ance of those preflight services, the 
particular flight to which they relate 
could not be performed. In essence, 
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preflight time and flight time for a 
particular flight are inextricably con- 
nected, even though the employer has 
chosen to compute compensation with 
reference only to the latter. Therefore, 
all the required services (flight and 
preflight) must be taken into account 
in making the allocation required by 
section 1.861-4(b) (2) of the regula- 
tions. Since an accurate record of all 
of the hours of service performed by 
the taxpayer is available, an accurate 
allocation can be made. 


Unlike the preflight services per- 
formed by the taxpayer in the subject 
case, the taxpayer in Rev. Rul. 76-66 
was separately compensated for pre- 
season training and exhibition games. 
The taxpayer’s regular season salary 
was completely separate and apart 
from preseason activities, although a 
fine of $500 could be imposed for the 
taxpayer’s failure to report and par- 
ticipate in the preseason training and 
exhibition activities. 


Accordingly, where taxpayer’s serv- 
ices are performed and an accurate 
record of all of the hours of service is 
available, an allocation of compensa- 
tion for labor or personal services per- 
formed by the taxpayer between 
United States and foreign sources shall 
be made by comparing the hours of 
service performed in the United States 
and the total hours of service. 


In the instant case, the taxpayer 
spent 60 hours performing services in 
the United States out of 100 total 
hours performing services both within 
and without the United States. There- 
fore, the United States source income 
of the taxpayer was 600x dollars (60 
hours performing services within the 
United States divided by 100 total 
hours performing services times 1,000x 
dollars compensation) . 

Thus, 400x dollars of the taxpayer’s 
income will be treated as income from 
sources without the United States and 
is eligible to be excluded from gross in- 
come under section 911 of the Code. 

Rev. Rul. 76-66 is distinguished. 





Subpart D.—Possessions of the United States 





Section 931.—Income from 
Sources Within Possessions of the 
United States 


26 CFR 1.931-1: Citizens of the United 
States and domestic corporations deriving 
income from sources within a possession of 
the United States. 


Whether a dividend paid by a domestic 
corporation carrying on business operations 
in Puerto Rico is income from sources 
within Puerto Rico. See Rev. Rul. 77-86, 
this page. 





Section 933.—Income from 
Sources Within Puerto Rico 


26 CFR 1.933-1: Exclusion of certain in- 
come from sources within Puerto Rico. 
(Also Sections 861, 931; 1.861-3, 1.931-1.) 

Income source; Puerto Rico; div- 
idends paid by domestic corpora- 
tion. A dividend paid to a 5-year 
resident of Puerto Rico by a domes- 
tic corporation that for more than 3 
years has derived 96 percent of its 
gross income from the active con- 
duct of business within Puerto Rico 
is treated as income from sources 
within Puerto Rico and is exempt 
from tax under section 933 of the 
Code. 


Rev. Rul. 77-86 


Advice has been requested whether 
a United States citizen, who is a bona 
fide resident of Puerto Rico, must, for 
Federal income tax purposes, report as 
income any dividends received from 
a domestic corporation doing business 
in Puerto Rico, under the circum- 
stances described below. 


A, a United States citizen, has been 
a bona fide resident of Puerto Rico 
at all times since 1970. A is a share- 
holder of M, a domestic corporation 
carrying on business operations in 
Puerto Rico. During 1974 and 1975, 
A served as the president of M and 
was responsible for its business opera- 
tions in Puerto Rico. 


M was organized in 1970. Since its 
inception, 96 percent of M’s gross 


Section 933 


income for each year has been derived 
from the active conduct of business 
within Puerto Rico. M does not have 
any office or place of business outside 
of Puerto Rico. 

In 1975 M declared and paid cash 
dividends to its shareholders. A re- 
ceived a 500x dollar dividend pay- 
ment. 

Section 861(a)(2)(A) of the In- 
ternal Revenue Code of 1954 pro- 
vides, in part, that the amount re- 
ceived as dividends from a domestic 
corporation other than a corporation 
entitled to the benefits of section 931, 
and other than a corporation less than 
20 percent of whose gross income is 
shown to the satisfaction of the Secre- 
tary of the Treasury or the Secretary’s 
delegate to have been derived from 
sources within the United States, as 
determined under the provisions of this 
part, for the 3-year period ending with 
the close of the taxable year of such 
corporation preceding the declaration 
of such dividends (or for such part 
of such period as the corporation has 
been in existence) shall be treated as 
income from sources within the United 
States. 

Section 931(a) of the Code pro- 
vides, in part, that a domestic corpora- 
tion qualifies for the benefits of this 
section if 80 percent or more of its 
gross income for the 3-year period im- 
mediately preceding the close of the 
taxable year was derived from sources 
within a possession of the United 
States and if 50 percent or more of 
its gross income for such period was 
derived from the active conduct of a 
trade or business within a possession 
of the United States. 

Section 933(1) of the Code pro- 
vides, in part, that in the case of an 
individual who is a bona fide resident 
of Puerto Rico during the entire tax- 
able year, income derived from sources 
within Puerto Rico (except amounts 
received for services performed as an 
employee of the United States or any 
agency thereof) shall not be included 
in gross income and shall be exempt 
from taxation. 
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Section 933 


Section 1.931-1(a) of the Income 
Tax Regulations provides, in part, 
that as used in section 931 of the 
Code the term “possession of the 
United States” includes Puerto Rico 
when used with respect to domestic 
corporations. This term does not in- 
clude Puerto Rico when used with re- 
spect to citizens of the United States. 

Section 1.933-1 of the regulations 
provides in effect that section 933 of 
the Code applies to a resident indi- 
vidual of Puerto Rico whether a 
United States citizen or an alien. 

In the instant case, A, a United 
States citizen and bona fide resident 
of Puerto Rico, received a dividend 
from M, a domestic corporation doing 
business in Puerto Rico. M met the 
conditions prescribed by section 931 
(a) (1) and section 931(a) (2) of the 
Code to qualify for the special tax 
treatment thereunder. Thus, pursuant 
to section 861(a) (2) (A), the dividend 
paid is not considered as income re- 
ceived by A from sources within the 
United States. The dividend received 
by A is income from sources within 
Puerto Rico for purposes of section 
933. 

Accordingly, the dividend paid by 
M to A is treated as income from 
sources within Puerto Rico. Further, 
the dividend is not to be included in 
the gross income of A and is exempt 
from Federal income tax pursuant to 
the provisions of section 933 of the 
Code. 





Section 936.—Puerto Rico and 
Possession Tax Credit 
26 CFR 7.936-1: Qualified possession 


source investment income. 


T.D. 7452 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 7.—TEMPORARY 
INCOME TAX REGULATIONS 
UNDER THE TAX REFORM 
ACT OF 1976 


Temporary regulations relating to 
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definition of qualified possession source 
investment income for purposes of the 
Puerto Rico and possession tax credit 
DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 


INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
income tax regulations (26 CFR Part 
7) under section 936 of the Internal 
Revenue Code of 1954 as added by 
section 1051 of the Tax Reform Act 
of 1976 (Pub. L. 95-455, [1976-3 C.B. 
(Vol. 1) 119] 90 Stat. 1643) in order 
to provide rules with respect to the 
definition of qualified possession source 
investment income for purposes of the 
Puerto Rican and possession tax credit. 


Section 936(d) (2) defines “quali- 
fied possession source investment in- 
come” as gross income, less deductions 
properly apportioned or allocated 
thereto, which “(A) is from sources 
within a possession of the United 
States in which a trade or business is 
actively conducted, and (B) the tax- 
payer establishes to the satisfaction of 
the Secretary is attributable to the 
investment in such possession (for use 
therein) of funds derived from the 
active conduct of a trade or business 
in such possession, or from such invest- 
ment.” Section 1051(i) of the Act pro- 
vides that section 936 is, in general, 
effective for taxable years beginning 
after December 31, 1975, but provides 
that qualified possession source invest- 
ment income shall include income 
from any source outside the United 
States earned before October 1, 1976. 
Investment income earned on or after 
October 1, 1976, must meet the re- 
quirements of section 936(d)(2) in 
order io qualify for the credit provided 
by section 936. 

The Secretary of the Treasury of 
the Commonwealth of Puerto Rico has 
issued Regulations (as amended on 





September 28, 1976), under the au- 
thority of section 2(j) of the Puerto 
Rico Industrial Incentive Act of 1963, 
as amended, providing certain condi- 
tions under which an exemption from 
Puerto Rican income tax is allowed for 
interest on deposits with Puerto Rican 
financial institutions. Such income tax 
exemption is conditioned, among other 
things, on the reinvestment of the 
funds, within specified periods not to 
exceed 6 months, in Puerto Rico in 
activities which directly tend to in- 
crease production, income and em- 
ployment in Puerto Rico. It is contem- 
plated that the final regulations, when 
issued, will substantially reduce this 
6-month period as of a future date so 
that the Puerto Rican financial insti- 
tutions will have an adequate period 
under which to adjust their practices. 
This reinvestment requirement is sub- 
stantially similar to that provided in 
section 936 of the Code. The regula- 
tions further provide for monthly re- 
porting by the financial institutions 
involved to the Secretary of the Treas- 
ury of Puerto Rico to insure compli- 
ance with the reinvestment require- 
ments. 


The Internal Revenue Service has 
recognized the need to provide guid- 
ance to taxpayers pending the issuance 
of proposed regulations under section 
936 with respect to whether interest on 
deposits with Puerto Rican financial 
institutions (less applicable deduc- 
tions) is qualified possession source 
investment income under section 936 
(d)(2). The temporary regulations 
provide that interest (less applicable 
deductions) earned by a domestic cor- 
poration engaged in the conduct of a 
trade or business in Puerto Rico which 
elects ‘the application of section 936 
with respect to deposits with Puerto 
Rican financial institutions which 
qualifies for exemption from Puerto 
Rican income tax under the regula- 
tions issued by the Secretary of the 
Treasury of Puerto Rico, as in effect 
on September 28, 1976, will be treated 
as qualified possession source invest- 
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ment income, provided that such inter- 
est is from sources within Puerto Rico 
(within the meaning of section 936 
(d) (2) (A)) and the funds with re- 
spect to which such interest is earned 
are derived from the active conduct of 
a trade or business in Puerto Rico or 
from investment of funds so derived. 


Adoption of amendment to the 
regulations 


In order to prescribe temporary in- 
come tax regulations relating to the 
definition of qualified possession 
source investment income with respect 
to the Puerto Rico and possession tax 
credit under section 936(d)(2), as 
added by section 1051 of the Tax Re- 
form Act of 1976 (Public Law 95-455, 
[1976-3 C.B. (Vol. 1) 210] 90 Stat. 
1644), the following temporary regula- 
tions are hereby adopted: 


§ 7.936-1 Qualified possession source 
investment income. 

For purposes of this section, interest 
earned after September 30, 1976 (less 
applicable deductions) , by a domestic 
corporation, engaged in the active 
conduct of a trade or business in 
Puerto Rico, which elects the applica- 
tion of section 936 with respect to de- 
posits with certain Puerto Rican finan- 
cial institutions will be treated as 
qualified possession source investment 
income within the meaning of section 
936(d) (2) if (1) the interest quali- 
fies for exemption from Puerto Rican 
income tax under regulations issued 
by the Secretary of the Treasury of 
Puerto Rico, as in effect on September 
28, 1976, under the authority of sec- 
tion 2(j) of the Puerto Rico Indus- 
trial Incentive Act of 1963, as amend- 
ed, (2) the interest is from sources 
within Puerto Rico (within the mean- 
ing of section 936(d)(2)(A)), and 
(3) the funds with respect to which 
the interest is earned are derived from 
the active conduct of a trade or busi- 
ness in Puerto Rico or from invest- 
ment of funds so derived. 

Because of the need for immediate 
guidance with respect to the provi- 


sion contained in this Treasury Deci- 
sion, it is found impractical to issue 
it with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved December 23, 1976. 


Witu1am M. Go.psTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Reg- 
ister on December 29, 1976; 8:45 am., 
and published in the issue of the Federal 
Register for December 30, 1976, 41 F.R. 
56794) 





Subpart F.—Controlled Foreign Corporations 





Section 952.—Subpart F Income 
Defined 


26 CFR 1.952-1: Subpart F income de- 
fined. 


Procedures pertaining to the issuance of 
boycott determinations under section 999 
(d) of the Code, which may result in the 
denial of certain Federal income tax bene- 
fits. See Rev. Proc. 77-9, page 542. 





Section 964.—Miscellaneous 
Provisions 


26 CFR 1.964-1: Determination of the 
earnings and profits of a foreign corpora- 
tion. 


Procedures to be followed in applying 
the full absorption method of inventory 
costing rules of 1.471-11 of the regulations 
in determining the earnings and profits of 
a controlled foreign corporation, as defined 
in section 957(a) of the Code, that is a 
manufacturer not engaged in a trade or 
business within the United States. See Rev. 
Proc. 77-19, page 584. 


Section 999 





Part IV.—Domestic International Sales 
Corporations 

Subpart B.—Treatment of Distributions to 
Shareholders 





Section 995.—Taxation of DISC 
Income to Shareholders 


26 CFR 1.995-2: Deemed distributions in 
qualified years. 


Procedures pertaining to the issuance of 
boycott determinations under section 999 
(d) of the Code, which may result in the 
denial of certain Federal income tax bene- 
fits. See Rev. Proc. 77-9, page 542. 





Part V.—International Boycott Determinations 





Section 999.—Reports By 
Taxpayers; Determinations 
Procedures pertaining to the issuance of 
boycott determinations under section 999 
(d) of the Code, which may result in the 


denial of certain Federal income tax bene- 
fits. See Rev. Proc. 77-9, page 542. 


26 CFR 7.999-1: Computation of interna- 
tional boycott factor. 


T.D. 7467 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I.—SUB- 
CHAPTER A, PART 7.—TEM- 
PORARY INCOME TAX REG- 
ULATIONS UNDER THE TAX 
REFORM ACT OF 1976 


Temporary regulations relating to 
the computation of international boy- 
cott factor 


DEPARTMENT OF THE TREASURY, 
OFFICE OF THE SECRETARY, 
Washington, D.C. 20220. 


To Officers and Employees of the 
Treasury Department and Others 
Concerned: 


Preamble 

This document contains temporary 
income tax regulations concerning the 
computation of the international boy- 
cott factor. 

Certain benefits of the foreign tax 
credit, deferral of earnings of foreign 
corporations, and DISC (Domestic 
International Sales Corporation) are 
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Section 999 


denied if a person (or a member of a 
controlled group that includes that 
person) participates in or cooperates 
with an international boycott. The 
loss of tax benefits may be deter- 
mined by multiplying the otherwise al- 
lowable tax benefits by the “interna- 
tional boycott factor”. 


The method of computing the in- 
ternational boycott factor is set forth 
in paragraph (c) of the regulations. 
The definitions of the terms used in 
the regulations are set forth in para- 
graph (b). A special rule for comput- 
ing the international boycott factor 
of a person that is a member of two 
or more controlled groups is set forth 
in paragraph (d) of the regulations. 

The regulations generally apply 
after November 3, 1976. However, in 
the case of binding contracts entered 
into before September 2, 1976, the 
regulations apply to such participa- 
tion or cooperation after December 
31, 1977. Transitional rules are set 
forth in paragraph (e) of the regula- 
tions. 

The principal draftsperson of these 
regulations was John C. Holberton of 
the Office of International Tax Coun- 
sel. However, other personnel partic- 
ipated in developing the regulations, 
both on matters of substance and style. 
Mr. Holberton may be contacted at 
202-566-8275 or at U.S. Treasury De- 
partment, Washington, D.C. 20220. 


Adoption of amendments to the regu- 
lations 

In order to prescribe temporary in- 
come tax regulations with respect to 
the computation of the international 
boycott factor under section 999(c) 
(1) of the Internal Revenue Code of 
1954, as added by section 1064 of the 
Tax Reform Act of 1976 (Pub. L. 94- 
455, 90 Stat. 1643 [1976-3 C.B. Vol. 
1) 128]), the following temporary 
regulations are adopted: 


§ 7.999-1 Computation of the inter- 
national boycott factor 

(a) In general. Sections 908(a), 

952(a) (3), and 995(b)(1)(F) pro- 
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vide that certain benefits of the for- 
eign tax credit, deferral of earnings of 
foreign corporations, and DISC are 
denied if a person or a member of a 
controlled group (within the meaning 
of section 993(a)(3)) that includes 
that person participates in or cooper- 
ates with an international boycott 
(within the meaning of section 999 
(b) (3)). The loss of tax benefits may 
be determined by multiplying the 
otherwise allowable tax’ benefits by 
the “international boycott factor.” 
Section 999(c)(1) provides that the 
international boycott factor is to be 
determined under regulations pre- 
scribed by the Secretary. The method 
of computing the international boy- 
cott factor is set forth in paragraph 
(c) of this section. A special rule for 
computing the international boycott 
factor of a person that is a member of 
two or more controlled groups is set 
forth in paragraph (d). Transitional 
rules for making adjustments to the 
international boycott factor for years 
affected by the effective dates are set 
forth in paragraph (e). The defini- 
tions of the terms used in this section 
are set forth in paragraph (b). 

(b) Definitions. For purposes of 
this section— 

(1) Boycotting country. In respect 
of a particular international boycott, 
the term “boycotting country” means 
any country described in section 999 
(a) (1) (A) or (B) that requires par- 
ticipation in or cooperation with that 
particular international boycott. 

(2) Partictpation in or cooperation 
with an international boycott. For the 
definition of the term “participation 
in or cooperation with an international 
boycott”, see section 999(b) (3) and 
Parts H through M of the Treasury 
Department’s International Boycott 
Guidelines. 

(3) Operations in or related to a 
boycotting country. For the definitions 
of the terms “operations”, “operations 
in a boycotting country”, “operations 
related to a boycotting country”, and 
“operations with the government, a 
company, or a national of a boycotting 





country”, see Part B of the Treasury 
Department’s International Boycott 
Guidelines. 

(4) Clearly demonstrating clearly 
separate and identifiable operations. 
For the rules for “clearly demonstrat- 
ing clearly separate and identifiable 
operations”, see Part D of the Treas- 
ury Department’s International Boy- 
cott Guidelines. 

(5) Purchase made from a country. 
The terms “purchase made from a 
boycotting country” and “purchases 
made from any country other than the 
United States” mean, in respect of 
any particular country, the gross 
amount paid in connection with the 
purchase of, the use of, or the right 
to use— 

(i) Tangible personal property (in- 
cluding money) from a stock of goods 
located in that country, 

(ii) Intangible property (other 
than securities) in that country, 

(iii) Securities by a dealer to a 
beneficial owner that is a resident of 
that country (but only if the dealer 
knows or has reason to know the 
country of residence of the beneficial 
owner) , 

(iv) Real property located in that 
country, or 


(v) Services performed in, and the 
end product of services performed in, 
that country (other than payroll paid 
to a person that is an officer or em- 
ployee of the payor). 

(6) Sales made to a country. The 
terms “sales made to a_ boycotting 
country” and “sales made to any coun- 
try other than the United States” 
mean, in respect of any particular 
country, the gross receipts from the 
sale, exchange, other disposition, or 
use of — 

(1) Tangible personal property (in- 
cluding money) for direct use, con- 
sumption, or disposition in that coun- 
try, 

(ii) Services performed in 
country, 


that 


(iii) The end product of services 
(wherever performed) for direct use, 
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consumption, or disposition in that 
country, 

(iv) Intangible property 
than securities) in that country, 

(v) Securities by a dealer to a bene- 
ficial owner that is a resident of that 
country (but only if the dealer knows 
or has reason to know the country of 
residence of the beneficial owner), or 

(vi) Real property located in that 
country. 


(other 


To determine the country of direct 
use, consumption, or disposition of 
tangible personal property and the end 
product of services, see paragraph (b) 
(10) of this section. 

(7) Sales made from a country. 
The terms “sales made from a boy- 
cotting country” and “sales made from 
any country other than the United 
States” mean, in respect of a particu- 
lar country, the gross receipts from 
the sale, exchange, other disposition, 
or use of— 

(i) Tangible personal property (in- 
cluding money) from a stock of goods 
located in that country, : 

(ii) Intangible property (other 
than securities) in that country, or 

(iii) Services performed in, and 
the end product of services performed 
in, that country. 


However, gross receipts from any such 
sale, exchange, other disposition, or 
use by a person that are included in 
the numerator of that person’s inter- 
national boycott factor by reason of 
paragraph (b) (6) of this section shall 
not again be included in the numera- 
tor by reason of this subparagraph. 

(8) Payroll paid or accrued for 
services performed in a country. The 
terms “payroll paid or accrued for 
services performed in a_ boycotting 
country” and “payroll paid or ac- 
crued for services performed in any 
country other than the United States” 
mean, in respect of a particular coun- 
try, the total amount paid or accrued 
as compensation to officers and em- 
ployees, including wages, salaries, com- 
missions, and bonuses, for services per- 
formed in that country. 


(9) Services performed partly 
within and partly without a country. 
(i) In general. Except as provided in 
paragraph (b) (9) (ii) of this section, 
for purposes of allocating to a par- 
ticular country— 

(A) The gross amount paid in con- 
nection with the purchase or use of, 

(B) The gross receipts from the 
sale, exchange, other disposition or 
use of, and 

(C) the payroll paid or accrued for 
services performed, or the end product 
of services performed, partly within 
and partly without that country, the 
amount paid, received, or accrued to 
be allocated to that country, unless 
the facts and circumstances of a par- 
ticular case warrant a_ different 
amount, will be that amount that bears 
the same relation to the total amount 
paid, received, or accrued as the num- 
ber of days of performance of the 
services within that country bears to 
the total number of days of perform- 
ance of services for which the total 
amount is paid, received, or accrued. 

(ii) Transportation, telegraph, and 
cable services. Transportation, tele- 
graph, and cable services performed 
partly within one country and partly 
within another country are allocated 
between the two countries as follows: 

(A) In the case of a purchase of 
such services performed from Coun- 
try A to Country B, fifty percent of 
the gross amount paid is deemed to 
be a purchase made from Country A 
and the remaining fifty percent is 
deemed to be a purchase made from 
Country B. 

(B) In the case of a sale of such 
services performed from Country A 
to Country B, fifty percent of the gross 
receipts is deemed to be a sale made 
from Country A and the remaining 
fifty percent is deemed to be a sale 
made to Country B. 

(10) Country of use, consumption, 
or disposition. As a general rule, the 
country of use, consumption, or dis- 
position of tangible personal property 
(including money) and the end prod- 
uct of services (wherever performed) 
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is deemed to be the country of destina- 
tion of the tangible personal property 
or the end product of the services. 
(Thus, if legal services are performed 
in one country and an opinion is given 
for use by a client in a second coun- 
try, the end product of the legal serv- 
ices is used, consumed, or disposed of 
in the second country.) The occur- 
rence in a country of a temporary 
interruption in the shipment of the 
tangible personal property or the de- 
livery of the end product of services 
shall not constitute such country the 
country of destination. However, if at 
the time of the transaction the person 
providing the tangible personal prop- 
erty or the end product of services 
knew, or should have known from the 
facts and circumstances surrounding 
the transaction, that the tangible per- 
sonal property or the end product of 
services probably would not be used, 
consumed, or disposed of in the coun- 
try of destination, that person must 
determine the country of ultimate use, 
consumption or disposition of the tan- 
gible personal property or the end 
product of services. Notwithstanding 
the preceding provisions of this sub- 
paragraph, a person that sells, ex- 
changes, otherwise disposes of, or 
makes available for use, tangible per- 
sonal property to any person all of 
whose business except for an insub- 
stantial part consists of selling from 
inventory to retail customers at retail 
outlets all within one country may 
assume at the time of such sale to 
such person that the tangible personal 
property will be used, consumed, or 
disposed of within such ‘country. 

(11) Controlled group taxable year. 
The term “controlled group taxable 
year” means the taxable year of the 
controlled group’s common parent 
corporation. In the event that no 
common parent corporation exists, the 
members of the group shall elect the 
taxable year of one of the members 
of the controlled group to serve as the 
controlled group taxable year. The 
taxable year election is a binding elec- 
tion to be changed only with the ap- 
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proval of the Secretatry or his dele- 
gate. The election is to be made in 
accordance with the procedures set 
forth in the instructions to Form 5713, 
the International Boycott Report. 

(c) Computation of international 
boycott factor. (1) In general. The 
method of computing the international 
boycott factor of a person that is not 
a member of a controlled group is 
set forth in paragraph (c) (2) of this 
section. The method of computing the 
international boycott factor of a person 
that is a member of a controlled group 
is set forth in paragraph (c) (3) of 
this section. For purposes of para- 
graphs (c) (2) and (3), purchases and 
sales made by, and payroll paid or ac- 
crued by, a partnership are deemed 
to be made or paid or accrued by a 
partner in that proportion that the 
partner’s distributive share bears to 
the purchases and sales made by, and 
the payroll paid or accrued by, the 
partnership. Also for purposes of para- 
graphs (c) (2) and (3), purchases and 
sales made by, and payroll paid or ac- 
crued by, a trust referred to in 
section 671 are deemed to be made 
both by the trust (for purposes of de- 
termining the trust’s international boy- 
cott factor), and by a person treated 
under section 671 as the owner of the 
trust (but only in that proportion that 
the portion of the trust that such per- 
son is considered as owning under sec- 
tions 671 through 679 bears to the 
purchases and sales made by, and the 
payroll paid and accrued by, the 
trust). 

(2) International boycott factor of 
a person that is not a member of a 
controlled group. The international 
boycott factor to be applied by a per- 
son that is not a member of a con- 
trolled group (within the meaning of 
section 993(a)(3)) is a fraction. 

(i) The numerator of the fraction 
is the sum of the— 

(A) Purchases made from all boy- 
cotting countries associated in carry- 
ing out a particular international boy- 
cott, 

(B) Sales made to or from all boy- 
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cotting countries associated in carry- 
ing out a particular international boy- 
cott, and 

(C) Payroll paid or accrued for 
services performed in all boycotting 
countries associated in carrying out a 
particular international boycott 


by that person during that person’s 
taxable year, minus the amount of 
such purchases, sales, and payroll that 
is clearly demonstrated to be attribut- 
able to clearly separate and identifiable 
operations in connection with which 
there was no participation in or co- 
operation with that international boy- 
cott. 

(ii) The denominator of the frac- 
tion is the sum of the— 

(A) Purchases made from any 
country other than the United States, 

(B) Sales made to or from any 
country other than the United States, 
and 

(C) Payroll paid or accrued for 
services performed in any country 
other than the United States 


by that person during that person’s 
taxable year. 

(3) International boycott factor of 
a person that is a member of a con- 
trolled group. The international boy- 
cott factor to be applied by a person 
that is a member of a controlled group 
(within the meaning of section 993 
(a) (3)) shall be computed in the 
manner described in paragraph (c) 
(2) of this section, except that there 
shall be taken into account the pur- 
chases and sales made by, and the 
payroll paid or accrued by, each 
member of the controlled group dur- 
ing each member’s own taxable year 
that ends with or within the controlled 
group taxable year that ends with 
or within that person’s taxable year. 

(d) Computation of the interna- 
tional boycott factor of a person that 
is a member of two or more controlled 
groups. The international boycott fac- 
tor to be applied under sections 908 
(a), 952(a) (3), and 995(b) (1) (F) 
by a person that is a member of two or 
more controlled groups shall be deter- 





mined in the manner described in 
paragraph (c) (3), except that the 
purchases, sales, and payroll included 
in the numerator and denominator 
shall include the purchases, sales, and 
payroll of that person and of all other 
members of the two or more con- 
trolled groups of which that person is 
a member. 

(e) Transitional rules. (1) Pre- 
November 3, 1976 boycotting opera- 
tions. The international boycott factor 
to be applied under sections 908(a), 
952(a) (3), and 995(b)(1)(F) by a 
person that is not a member of a con- 
trolled group, for that person’s tax- 
able year that includes November 3, 
1976, or a person that is a member of 
a controlled group, for the controlled 
group taxable year that includes No- 
vember 3, 1976, shall be computed 
in the manner described in paragraphs 
(c)(2) and (c)(3), respectively, of 
this section. However, that the follow- 
ing adjustments shall be made— 

(i) There shall be excluded from 
the numerators described in _para- 
graphs (c)(2)(i) and (c) (3) (i) of 
this section purchases, sales, and pay- 
roll clearly demonstrated to be at- 
tributable to clearly separate and iden- 
tifiable operations— 

(A) that were completed on or 
before November 3, 1976, or 

(B) in respect of which it is demon- 
strated that the agreements constitut- 
ing participation in or cooperation 
with the international boycott were 
renounced, the renunciations were 
communicated on or before November 
3, 1976, to the governments or per- 
sons with which the agreements were 
made, and the agreements have not 
been reaffirmed after November 3, 
1976, and 

(ii) ‘Lhe international boycott fac- 
tor resulting after the numerator has 
been modified in accordance with 
paragraph (e)(1)(i) of this section 
shall be further modified by multiply- 
ing it by a fraction. The numerator of 
that fraction shall be the number of 
days in that person’s taxable year (or, 
if applicable, in that person’s con- 
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trolled group taxable year) remaining 
after November 3, 1976, and the de- 
nominator shall be 366. 

The principles of this subparagraph 
are illustrated in the following exam- 
ple: 


Example. Corporation A, a calendar 
year taxpayer, is not a member of a con- 
trolled group. During the 1976 calendar 
ear, Corporation A had three operations 
in a boycotting country under three sepa- 
rate contracts, each of which contained 
agreements constituting participation in or 
cooperation with an international boycott. 
Each contract was entered into on or after 
September 2, 1976. Operation (1) was 
completed on November 1, 1976. The sales 
made to a boycotting country in connection 
with Operation (1) amounted to $10. Op- 
eration (2) was not completed during the 
taxable year, but on November 1, 1976, 
Corporation A communicated a renuncia- 
tion of the boycott agreement covering that 
operation to the government of the boy- 
cotting country. The sales made to a boy- 
cotting country in connection with Opera- 
tion (2) amounted to $40. Operation (3) 
was not completed during the taxable year, 
nor was any renunciation of the boycott 
agreement made. The sales made to a boy- 
cotting country in connection with Opera- 
tion (3) amounted to $25. Corporation A 
had no purchases made from, sales made 
from, or payroll paid or accrued for serv- 
ices performed in, a boycotting country. 
Corporation A had $500 of purchases made 
from, sales made from, sales made to, and 
payroll paid or accrued for services per- 
formed in, countries other than the United 
States. Company A’s boycott factor for 
1976, computed under paragraph (c) (2) 
of this section (before the application of 
this subparagraph) would be: 


$10+$404+$25 $75 
$500 = 3500 


However, the $10 is eliminated from the 
numerator by reason of paragraph (e) (1) 
(i) (A) of this section, and the $40 is elim- 
inated from the numerator by reason of 
paragraph (e)(1)(i)(B) of this section. 

us, before the application of paragraph 
(e) (1) (ii) of this section, Corporation A’s 
international boycott factor is $25/$500. 
After the application of paragraph (e) (1) 
(i), Corporation A’s international boycott 
actor is: 





$25 58 

$500 * 366 
(2) Pre-December 31, 1977 boy- 
cotting operations. The international 
boycott factor to be applied under 
sections 908(a), 952(a) (3), and 995 
(b)(1)(F) by a person that is not a 
member of a controlled group, for 
that person’s taxable year that includes 


December 31, 1977, or by a person 
that is a member of a controlled group, 
for the controlled group taxable year 
that includes December 31, 1977, shall 
be computed in the manner described 
in paragraphs (c)(2) and (c) (3), 
respectively, of this section. However, 
the following adjustments shall be 
made— 


(i) There shall be excluded from 
the numerators described in para- 
graphs (c)(2)(i) and (c) (3) (i) of 
this section purchases, sales, and pay- 
roll clearly demonstrated to be at- 
tributable to clearly separate and iden- 
tifiable operations that were carried 
out in accordance with the terms of 
binding contracts entered into before 
September 2, 1976, and— 


(A) that were completed on or be- 
fore December 31, 1977, or 


(B) in respect of which it is demon- 
strated that the agreements constitut- 
ing participation in or cooperation 
with the international boycott were 
renounced, the renunciations were 
communicated on or before December 
31, 1977, to the governments or per- 
sons with which the agreements were 
made, and the agreements were not 
reaffirmed after December 31, 1977, 
and 

(ii) In the case of clearly separate 
and identifiable operations that are 
carried out in accordance with the 
terms of binding contracts entered into 
before September 2, 1976, but that do 
not meet the requirements of para- 
graph (e)(2)(i) of this section, the 
numerators described in paragraphs 
(c) (2) (i) and (c) (3) (i) of this sec- 
tion shall be adjusted by multiplying 
the purchases, sales, and payroll 
clearly demonstrated to be attributable 
to those operations by a fraction, the 
numerator of which is the number of 
days in such person’s taxable year 
(or, if applicable, in such person’s con- 
trolled group taxable year) remaining 
after December 31, 1977, and the de- 
nominator of which is 365. 


The principles of this subparagraph 
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are illustrated in the following exam- 
ple: 


Example. Corporation A is not a mem- 
ber of a controlled group and reports on 
the basis of a July 1-June 30 fiscal year. 
During the 1977-1978 fiscal year, Corpora- 
tion A had 2 operations carried out pur- 
suant to the terms of separate contracts, 
each of which had a clause that constituted 
participation in or “oy with an 
international boycott. Neither operation 
was completed during the fiscal year, nor 
were either of the boycotting clauses re- 
nounced. Operation (1) was carried out in 
accordance with the terms of a contract 
entered into on November 15, 1976. Op- 
eration (2) was.carried out in accordance 
with the terms of a binding contract en- 
tered into before September 2, 1976. Cor- 
poration A had sales made to a boycotting 
country in connection with Operation (1) 
in the amount of $50, and in connection 
with Operation (2) in the amount of $100. 
Corporation A had sales made to countries 
other than the United States in the amount 
of $500. Corporation A had no purchases 
made from, sales made from, or payroll 
paid or accrued for services performed in, 
any country other than the United States. 
In the absence of this subparagraph, Cor- 
poration A’s international boycott factor 
would be $50 + $100 . However, by rea- 


$500 
son of the application of this subparagraph, 
Corporation A’s international boycott fac- 
tor is reduced to 


181 
$50 + $100 (— 


$500 


(3) Incomplete controlled group 
taxable year. If, at the end of the tax- 
able year of a person that is a mem- 
ber of a controlled group, the con- 
trolled group taxable year that in- 
cludes November 3, 1976 has not 
ended, or the taxable year of one or 
more members of the controlled group 
that includes November 3, 1976 has 
not ended, then the international boy- 
cott factor to be applied under sec- 
tions 908(a), 952(a) (3) and 995(b) 
(1) (F) by such person for the taxable 
year shall be computed in the manner 
described in paragraph (c) (3) of this 
section. However, the numerator and 
the denominator in that paragraph 
shall include only the purchases, sales, 
and payroll of those members of the 
controlled group whose taxable years 
ending after November 3, 1976 have 
ended as of the end of the taxable year 
of such person. 
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(f) Effective date. This section ap- 
plies to participation in or cooperation 
with an international boycott after 
November 3, 1976. In the case of 
operations which constitute participa- 
tion in or cooperation with an inter- 
national boycott and which are car- 
ried out in accordance with the terms 
of a binding contract entered into be- 
fore September 2, 1976, this section 
applies to such participation or co- 
operation after December 31, 1977. 

Because of the need for immediate 
guidance with respect to the provision 
contained in this Treasury Decision, 
it is found impracticable to issue it 
with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805).) 


W. MicHaeEL BLUMENTHAL, 
Secretary of the Treasury. 


(Filed by the Office of the Federal Register 
on February 24, 1977, 2:40 p.m., and 
published in the issue of the Federal 
Register for March 1, 1977, 42 F.R. 
11833) 





Subchapter O.—Gain or Loss on Disposition of 
Property 

Part 1.—Determination of Amount of and 
Recognition of Gain or Loss 





Section 1001.—Determination of 
Amount of and Recognition of Gain 
or Loss 


26 CFR 1.1001-1: Computation of gain or 
loss. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil 
and gas well to a specified depth at a des- 
ignated location on a leased tract or parcel 
of land, a taxpayer receives from the lessee 
the assignment of the entire working inter- 
est in the drill site and an undivided 
fraction of the working interest in the 
portion of the tract or parcel of land 
exclusive of the drill site. See Rev. Rul. 
77-176, page 77. 
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Section 1002.—Recognition of 
Gain or Loss 


26 CFR 1.1002-1: Sales or exchanges. 
(Also Sections 1234, 7805; 1.1234-1, 301. 
7805-1.) 


Rev. Rul. 77-40 


Rev. Rul. 72-198, 1972-1 C.B. 223, 
holds, in part, that a corporation that 
has issued warrants for the purchase 
of its stock recognizes ordinary in- 
come upon the lapse of such warrants 
in an amount equal to the fair market 
value of the consideration it received 
in exchange for the warrants. 

Further consideration has been 
given to Rev. Rul. 72-198, and it has 
been determined that under the au- 
thority contained in section 7805(b) 
of the Internal Revenue Code of 1954, 
the holding of Rev. Rul. 72-198 de- 
scribed above will not be applied to 
warrants issued on or prior to April 
24, 1972, the date of publication of 
the Revenue Ruling. 

Accordingly, if on or prior to April 
24, 1972, a corporation issued warrants 
to purchase its stock, no tax conse- 
quences will result to the issuing cor- 
poration as a result of the expiration 
of the warrants. 


Rev. Rul. 72-198 is modified. 





Part Il.—Basis Rules of General Application 





Section 1012.—Basis of 
Property-Cost 


26 CFR 1.1012-1: Basis of property. 


Milk base; method of computing 
basis. Dairy farmers, who purchase 
additional milk base in varying 
quantities at varying prices follow- 
ing receipt of their initial alloca- 
tion, may not use the weighted av- 
erage method in computing their 
basis of milk base for purposes of 
determining gain or loss from the 
sale of such milk base but must 
use the “first-in, first-out” method 
described in section 1.1012-1(c) 
(1) of the regulations. 


Rev. Rul. 77-168 


Advice has been requested whether, 
under the circumstances described be- 
low, taxpayers may use the weighted 
average method in computing the 
basis of milk base for purposes of de- 
termining gain or loss on the sale of 
such milk base. 

The taxpayers are dairy farmers 
who, upon joining a milk association, 
were allocated X pounds of milk base. 
The milk base is an intangible right 
permitting the taxpayers the oppor- 
tunity to sell a designated amount of 
milk at a premium price pursuant to 
a program designed to alleviate the 
ill effects of seasonal fluctuations on 
the supply of milk. The taxpayers re- 
ceived their initial allocation of milk 
base as a result of supplying milk to 
a market in previous years. 

The taxpayers purchased additional 
milk base in varying quantities and at 
varying prices during the years fol- 
lowing receipt of their initial allocated 
milk base. These purchases were nor- 
mally made from other dairy farmers 
who no longer had a need for the 
pounds of milk base that they owned. 
Whenever a purchase or sale of milk 
base transpired, the milk association 
would update its records so that it 
would be aware of the total number 
of pounds of milk base owned by each 
of its member dairy farmers. The 
milk association does not issue cer- 
tificates to a purchaser of milk base 
that would enable the purchaser to 
specifically identify the milk base 
acquired. If a member sells only a 
portion of the milk base, there are no 
records maintained by the milk asso- 
ciation that can identify the specific 
pounds of milk base sold. 

The taxpayers sold Y pounds of 
milk base at a time when the price 
of milk base was greatly deflated. The 
taxpayers computed their basis in the 
Y pounds of milk base by assigning to 
it the weighted average of their total 
milk base. 


Section 1001(a) of the Internal 
Revenue Code of 1954 provides, in 
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part, that the gain from the sale or 
other disposition of property shall be 
the excess of the amount realized 
therefrom over the adjusted basis pro- 
vided in section 1011 for determining 
gain, and the loss shall be the excess 
of the adjusted basis provided in such 
section for determining loss over the 
amount realized. 


Section 1001(c) of the Code pro- 
vides that except as otherwise pro- 
vided in subtitle A, the entire amount 
of gain or loss on the sale or exchange 
of property shall be recognized. 

Section 1012 of the Code provides, 
in part, that the basis of property 
shall be the cost of such property, 
except as otherwise provided in sub- 
chapters O, C, K, and P. 


Section 1.1011-1 of the Income Tax 
Regulations provides that the adjusted 
basis for determining gain or loss 
from the sale or other disposition of 
property is the cost or other basis 
prescribed in section 1012 or other 
applicable provisions of subtitle A, 
adjusted to the extent provided in sec- 
tions 1016, 1017, and 1018 or ‘as 
otherwise specifically provided for 
under applicable provisions of in- 
ternal revenue laws. 


Section 1.1012-1(c) (1) of the regu- 
lations provides that where shares of 
stock in a corporation are sold or 
transferred by a taxpayer who pur- 
chased or acquired lots of stock on 
different dates or at different prices, 
and the lot from which the stock was 
sold or transferred cannot be ade- 
quately identified, the stock sold or 
transferred shall be charged against 
the earliest of such lots purchased or 
acquired in order to determine the 
cost or other basis of such stock. 


Held, the taxpayers may not use the 
weighted average method in comput- 
ing the basis of milk base for purposes 
of determining gain or loss from the 
sale of the milk base. The taxpayers 
must use the “first-in, first-out” 
method described in section 1.1012-1 
(c)(1) of the regulations in comput- 
ing their basis for purposes of deter- 


mining gain or loss from the sale of 
the milk base. 





Section 1016.—Adjustments to 
Basis 


26 CFR 1.1016-3: Exhaustion, wear and 
tear, obsolence, amortization, and deple- 
tion for periods since February 28, 1913. 


Whether the depletable basis of property 
is to be reduced by any portion of the 
severance tax refunded to the taxpayer. 
See Rev. Rul. 77-79, page 34. 





Part Ill—Common Nontaxable Exchanges 





Section 1033.—Involuntary 
Conversions 


26 CFR 1.1033(a)-1: Involuntary conver- 
sions; nonrecognition of gain. 

Involuntary conversions; floating 
facility as replacement for land- 
based facility. A floating seafood 
processing plant in which a tax- 
payer invested insurance proceeds 
from a land-based seafood process- 
ing plant that was destroyed by fire 
is not similar or related in service 
or use to the converted property 
and does not qualify as replace- 
ment property. However, new 
equipment that is identical to and 
is to be used on the vessel in the 
same manner as the destroyed 
equipment qualifies as replacement 
property. 


Rev. Rul. 77-192 


Advice has been requested whether 
certain property described below quali- 
fies as appropriate replacement prop- 
erty under section 1033 of the Internal 
Revenue Code of 1954. 

The taxpayer is a corporation en- 
gaged in the business of operating sea- 
food processing plants. The taxpayer 
owns and operates several seafood 
processing plants along the coastal 
waters of the United States. 

In 1974, one of the taxpayer’s sea- 
food processing plants and the equip- 
ment therein was totally destroyed by 
fire. The destroyed plant was a land- 
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based facility that processed specific 
types of fish. The plant also con- 
tained a general store operation that 
serviced fishing vessels operating in 
the area and occupied approximately 
10 percent of the plant’s physical 
space. 


In a settlement negotiated with its 
insurance company, the taxpayer re- 
ceived a lump sum award of 100,000x 
dollars covering the loss of both the 
plant buildings and the equipment. 
The taxpayer properly allocated the 
award based upon the fair market 
value of the properties destroyed. Of 
the lump sum amount, 70,000x dol- 
lars was allocated to the buildings and 
30,000x dollars was allocated to the 
equipment. Because the amounts paid 
with respect to the buildings and the 
equipment exceeded their respective 
bases, the taxpayer realized gains with 
respect to both. 


Within the period prescribed in sec- 
tion 1033(a) (3) (B) of the Code re- 
designated as section 1033(a) (2) (B) 
by the Tax Reform Act of 1976, sec- 
tion 1901(a) (128) (A), Pub. L. 94- 
455, 94th Cong., 2d Sess. (October 
4, 1976), 1976-3 C.B. (Vol. 1) 261, 
the taxpayer invested 70,000x dollars 
in the purchase of a floating vessel 
that is a self-contained fish processing 
plant for the purpose of processing the 
same types of fish as the destroyed 
plant. The taxpayer also invested 
30,000x dollars in equipment identical 
in physical characteristics to the de- 
stroyed equipment. Such equipment 
was utilized aboard the floating vessel 
in the same manner as the destroyed 
equipment was utilized in the land- 
based plant. Approximately 10 per- 
cent of the ship’s physical space is de- 
voted to a general store operation. 
The vessel will not be permanently 
moored, but will travel between two 
ports approximately one thousand 
miles apart where the taxpayer has 
acquired the lease rights to wharf 
facilities. Also, once a year the vessel 
will be returned to a different port 
for repairs and maintenance. 
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Section 1033 


Section 1033(a) (3) (A) of the Code 
(redesignated as section 1033(a) (2) 
(A) by the Tax Reform Act of 1976) 
provides, in part, that if property is 
involuntarily converted as a result of 
its destruction and the taxpayer pur- 
chases within the specified replace- 
ment period other property similar 
or related in service or use, the tax- 
payer may elect to have the gain 
realized upon the destruction recog- 
nized only to the extent that the 
amount realized exceeds the cost of 
the replacement property. 

In Rev. Rul. 64-237, 1964-2 C.B. 
319, the Internal Revenue Service 
announced a modification of its posi- 
tion regarding the meaning of the 
phrase “similar or related in service 
or use when applied to replacement 
property acquired by owner-lessors of 
involuntarily converted property. 
However, the Service stated it would 
continue to adhere to the functional 
use test in the case of owner-users. For 
owner-users, under the functional use 
test replacement property is not con- 
sidered similar or related in service 
or use to the converted property un- 
less the physical characteristics and 
end uses of the converted and replace- 
ment properties are closely similar. 

Rev. Rul. 70-465, 1970-2 C.B. 162, 
provides, in part, that for purposes 
of section 1033 of the Code, if the as- 
sets of a going business are sold in a 
single transaction under threat of 
condemnation, or are taken by con- 
demnation, the selling price must be 
allocated among all the assets sold ac- 
cording to their respective fair market 
values, and separate computations 
must be made of the gain or loss with 
respect to each asset sold for which 
there is a separately indentifiable 
basis making this computation pos- 
sible. 

In the instant case, because the 
taxpayer formerly operated a fish 
processing plant and a general store 
in the destroyed land-based building 
but now operates a fish processing 
plant and a general store on a floating 
vessel, the physical characteristics of 


the destroyed plant and the replace- 
ment property are not closely similar. 
Furthermore, there are significant dif- 
ferences between the taxpayer’s pre- 
vious activities at the land-based plant 
and the taxpayer’s current activities 
on the vessel. The taxpayer has not 
merely changed the “container” sur- 
rounding its destroyed fish processing 
facility and it is no longer merely 
running a fish processing plant. 
Rather, it is running an operation 
that has a significantly different char- 
acter from its former land-based 
operation. For example, since the 
vessel will operate at two docking 
facilities approximately one thousand 
miles apart, one of its uses will be to 
transport the fish processing plant and 
the general store on the ocean. Con- 
sequently, because the replacement 
property is used as an ocean-going 
vessel, the end use of the destroyed 
plant and the replacement property 
are not closely similar. 

Accordingly, the fish processing 
vessel does not qualify as appropriate 
replacement property that is similar 
or related in service or use, within the 
meaning of section 1033(a) (3) (A) 
of the Code (redesignated as section 
1033(a)(2)(A) by the Tax Reform 
Act of 1976), to the land-based fish 
processing plant that was destroyed. 
Therefore, under section 1033, the 
taxpayer may not elect to defer recog- 
nition of gain resulting from the con- 
version of the land-based fish proc- 
essing plant. 

However, because the physical char- 
acteristics and end use of the equip- 
ment purchased are identical to those 
of the equipment destroyed, the tax- 
payer may elect not to recognize the 
gain realized on the conversion of 
the equipment if the requirements of 
section 1033 of the Code are other- 
wise met. In such case, the basis of 
the equipment purchased will be de- 
termined under section 1033(c) of 
the Code (redesignated as section 
1033(b) by the Tax Reform Act of 
1976). 








Part Vil.—Wash Sales of Stock or Securities 





Section 1091.—Loss from Wash 
Sales of Stock or Securities 


26 CFR 1.1091-1: Losses from wash sales 
of stock or securities. 

Wash sales; convertible pre- 
ferred identical to common. Con- 
vertible preferred stock that has 
the same voting rights as the com- 
mon stock, is subject to the same 
dividend restrictions, sells at prices 
that do not vary significantly from 
the conversion ratio, and is unre- 
stricted as to convertibility is, for 
purposes of the wash sale provi- 
sions of section 1091 of the Code, 
substantially identical to the com- 
mon stock and is also considered 
an option to acquire such stock. 


Rev. Rul. 77-201 


Advice has been requested whether 
the wash sale provisions of section 
1091 of the Internal Revenue Code 
of 1954 are applicable to the trans- 
action described below. 

The taxpayer, an individual who is 
not a dealer in stock or securities, 
sold 57,200 shares of X corporation 
common stock at a loss, and on the 
same day purchased 26,000 shares of 
X corporation convertible preferred 
stock. Each share of the preferred stock 
is convertible into 2.2 shares of com- 
mon stock. There are no restrictions 
on such conversion. The convertible 
preferred stock has the same voting 
rights and is subject to the same divi- 
dend restrictions as the common stock. 
For a substantial time prior to the sale 
of the common stock, the preferred 
stock and the common stock traded at 
prices that did not vary significantly 
from the conversion ratio. Further- 
more, the price of the convertible pre- 
ferred stock rapidly adjusted to any 
fluctuation in the price of the com- 
mon stock. 

Section 1091(a) of the Code pro- 
vides, in part, that no deduction shall 
be allowed under section 165(c) (2) 
in the case of any loss claimed to have 
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been sustained from any sale or other 
disposition of shares of stock or secu- 
rities where it appears that, within a 
period beginning 30 days before the 
date of such sale or disposition and 
ending 30 days after such date, the 
taxpayer has acquired (by purchase or 
by an exchange on which the entire 
amount of gain or loss was recognized 
by law), or has entered into a con- 
tract or option so to acquire, substan- 
tially identical stock or securities. 

Section 1.1233-1(d) of the Income 
Tax Regulations, in defining the term 
“substantially identical property” for 
purposes of section 1091 of the Code, 
provides, in part, that bonds or pre- 
ferred stock of a corporation are not 
ordinarily considered substantially iden- 
tical to the common stock of the same 
corporation. However, this section of 
the regulations further provides that in 
certain situations, as, for example, 
where the preferred stock or bonds are 
convertible into common stock of the 
same corporation, the relative values, 
price changes, and other circumstances 
may be such as to make such bonds,or 
preferred stock and the common stock 
substantially identical property. 

In the present case, the convertible 
preferred stock and the common stock 
sold at prices that did not vary signifi- 
cantly from the conversion ratio, and 
the price of the convertible preferred 
stock adjusted to any fluctuation in 
price of the common stock. Thus the 
preferred stock is reacting in the 
market as common stock equivalent, 
and is substantially identical to the 
common stock within the meaning of 
section 1091 of the Code. 

In addition, the convertible pre- 
ferred stock is considered to be an 
option to acquire stock of the issuing 
corporation within the meaning of sec- 
tion 1091 of the Code, because such 
stock is convertible at the shareholder’s 
election, and there are no restrictions 
with respect to such election. See Rev. 
Rul. 56-406, 1956-2 C.B. 523, which 
holds in part that a stock warrant is 
an option to acquire stock of the issu- 
ing corporation within the meaning 


of section 1091 (a). Also, compare Rev. 
Rul. 68-601, 1968-2 C.B. 124, which 
holds that a convertible debenture is 
an option for purposes of the attribu- 
tion rules of section 318(a) (4). 
Accordingly, the loss sustained by 
the taxpayer on the sale of the com- 
mon stock is not deductible because of 
the application of the wash sale pro- 
visions of section 1091 of the Code. 





Subchapter P.—Capital Gains and Losses 
Part IV.—Special Rules for Determining Capital 
Gains and Losses 





Section 1234.—Options to Buy or 
Sell 


26 CFR 1.1234-1: Options to buy or sell. 


Whether a corporation that has issued 
warrants for the purchase of its stock rec- 
ognies ordinary income upon the lapse of 
such warrants in an amount equal to the 
fair market value of the consideration it 
received in exchange for the warrants. 
See Rev. Rul. 77-40, page 248. 





Section 1248.—Gain From Certain 
Sales or Exchanges of Stock in 
Certain Foreign Corporations 


26 CFR 1.1248-1: Treatment of gain from 
certain sales or exchanges of stock in cer- 
tain foreign corporations. 


Whether under certain circumstances the 
pre-reorganization section 1248 earnings 
and profits of the acquired corporation in 
a reorganization that are required to be 
included in income by the shareholders of 
the acquired corporation under the terms 
of the old type closing agreement can be 
reduced by dividends paid by the acquiring 
corporation to the former shareholders of 
the acquired corporation out of such earn- 
ings and profits. See Rev. Proc. 77-4, page 
536. 





Section 1250.—Gain From 
Dispositions of Certain 
Depreciable Realty 
26 CFR 1.1250-1: Gain from ‘dispositions 
of certain depreciable realty. 
(Also Sections 48, 167; 148- 1, 1.167(j)-2.) 
Section 1250 property; relocata- 
ble classroom units. Relocatable 
classroom units that are secured 
with steel straps to large concrete 
blocks set on the ground and for 


Section 1250 


which special licenses, permits, 
and procedures are required for re- 
location are inherently permanent 
structures qualifying as section 
1250 property, and only methods 
prescribed in section 167(j)(1) of 
the Code may be used in comput- 
ing depreciation with respect to the 
units. 


Rev. Rul. 77-21 


Advice has been requested whether, 
under the circumstances described be- 
low, certain relocatable classroom units 
are “section 1250 property” within 
the meaning of section 1250(c) of the 
Internal Revenue Code of 1954 so 
that only the methods of depreciation 
prescribed in section 167(j)(1) are 
allowable. 


In 1975, the taxpayer purchased a 
number of new relocatable classroom 
units that it then leased to the local 
school district. Each classroom unit 
has a wood frame construction, a 
gabled roof, and two extension doors. 
Its dimensions are 22 feet wide by 
36 feet long, with a ceiling height of 
8 feet. The classroom rests on con- 
crete blocks that are set on the ground. 
A 20 gauge steel stirrup, 4 inches wide 
by 22 inches long, is embedded in 4 
inches of concrete centered in each 
cement block that weighs approxi- 
mately 153 pounds. Steel straps are 
fastened to the steel stirrups and 
secured to the beams under the class- 
room with scaffold nails. 


The classroom units are subject to 
the allowance for depreciation pro- 
vided in section 167 of the Code. 


While some of the relocatable class- 
room units are never moved, others 
are moved with some frequency. On 
the average a unit is moved to a new 
location every 2.5 to 3 years. Because 
of its size, a special permit is required 
to move the classroom unit from one 
site to another if it has to cross a high- 
way, street, or alley. Furthermore, in 
order to move such a unit, a contrac- 
tor must be licensed by the city. After 
timbers are secured to the joists, the 
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Section 1250 


classroom unit is placed on a flat bed 
truck and moved to a new location. 

For purposes of section 1250 of the 
Code, the term “real property” means 
all property not falling within the 
definition of personal property under 
section 1.1245-3(b) of the Income 
Tax Regulations. 

Section 1.1245-3(b) of the regula- 
tions defines personal property as 
meaning tangible personal property 
(as defined in section 1.48-1(c)) and 
intangible personal property. Section 
1.48-1(c) provides, in part, that the 
term “tangible personal property” 
means any tangible property except 
land and improvements thereto, such 
as buildings or other inherently per- 
manent structures (including items 
that are structural components of such 
buildings or structures). Thus, build- 
ings, swimming pools, paved parking 
areas, wharves and docks, bridges, and 
fences are not tangible personal 
property. 

Section 167(j) (1) of the Code pro- 
vides, in part, that in the case of sec- 
tion 1250 property, section 167(b) is 
not applicable and the term “reason- 
able allowance” as used in section 
167(a) includes an allowance com- 
puted under any of the following 
methods: 

(A) the straight line method, 

(B) the declining balance method, 
using a rate not exceeding 150 percent 
of the rate that would have been used 
had the annual allowance been com- 
puted under the method described in 
section 167(j) (1) (A), or 

(C) any other consistent method 
productive of an annual allowance 
that, when added to all allowances 
for the period commencing with the 
taxpayer’s use of the property and 
including the taxable year, does not, 
during the first two-thirds of the use- 
ful life of the property, exceed the 
total of such allowances that would 
have been used had such allowances 
been computed under the method 
described in section 167(j) (1) (B). 

In Joseph Henry Moore, 58 T.C. 
1045 (1972), aff'd per curiam, 489 F. 


2d 285 (5th Cir. 1973), the United 
States Tax Court held that mobile 
homes in a mobile home park that 
were set on piers of unconnected 
concrete blocks and were fully capable 
of being moved on their own wheels 
were tangible personal property be- 
cause they were not affixed to the 
land. 

Rev. Rul. 75-178, 1975-1 C.B. 9, 
states that the classification of prop- 
erty as “personal”. or “inherently 
permanent” should be made on the 
basis of the manner of attachment to 
the land or the structure and how 
permanently the property is designed 
to remain in place. 

In the instant case, the size and 
bulkiness of the classroom units, the 
manner of attachment to the land, 
and the special steps that must be 
taken in order to move them are such 
that the classroom units are inherently 
permanent structures attached to the 
land. - 

Accordingly, the relocatable class- 
room units in the instant case are 
section 1250 property and the only 
methods of depreciation available to 
the taxpayer for such property are 
those prescribed in section 167(j) (1) 
of the Code. 





Subchapter Q.—Readjustment of Tax Between 
Years and Special Limitations 

Part VI.—Maximum Rate on Personal Service 
Income 





Section 1348.—Fifty-percent 
Maximum Rate on Personal Service 
Income 


26 CFR 1.1348-1: Fifty-percent maximum 
tax on earned income. 


T.D. 7446 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BEGIN- 
NING AFTER DECEMBER 31, 
1953 


Fifty-percent maximum 
earned income. 


rate on 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 





To Officers and Employees of the In- 
ternal Revenue Service and Others 
Concerned: 


Preamble 


By a notice of proposed rule making 
appearing in the Federal Register for 
Wednesday, December 15, 1971 (36 
F.R. 23814) , an amendment to the In- 
come Tax Regulations (26 CFR Part 
I) was proposed in order to provide 
regulations under section 1348 of the 
Internal Revenue Code of 1954, relat- 
ing to maximum tax on earned in- 
come. 

Section 1348 provides for a maxi- 
mum marginal tax rate on earned tax- 
able income of 50 percent. This maxi- 
mum rate is applied to certain 
taxpayers who have earned taxable in- 
come of such an amount that they 
would pay tax on such income at a 
marginal rate in excess of 50 percent 
on such income. These taxpayers are 
eligible to use an alternative tax com- 
putation provided in section 1348. 

Earned income is defined in section 
1348 by reference to sections 911 and 
401 of the Internal Revenue Code of 
1954 and by specific exclusion of de- 
ferred compensation and certain other 
types of income. Earned taxable in- 
come, which is subject to section 1348, 
is determined by reducing earned in- 
come by the total of tax preference 
items which exceed $30,000. 

These final regulations contain a 
number of changes from the notice of 
proposed rule making. One of the 
changes concerns the treatment of 
amounts realized on the exercise of 
nonstatutory stock options by a de- 
ceased employee’s executor or benefi- 
ciary. Amounts so realized upon the 
exercise of such an option, are to be 
treated under these final regulations as 
earned income if the exercise occurs 
within one year after the decedent’s 
death. 

The proposed regulations limited an 
individual’s earned taxable income to 
the excess of taxable income over 50 
percent of the individual’s net section 
1201 gain. This limitation has been re- 
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tained but is applicable only to those 
taxpayers who actually utilize both the 
section 1201 alternative tax and the 
section 1348 maximum tax. 


Excess interest was included as a tax 
preference item under the proposed 
regulations. The final regulations limit 
such inclusion to only the excess in- 
vestment interest for taxable years be- 
ginning before January 1, 1972. 

The general definition of “earned 
income” has been expanded in these 
final regulations to deal with certain 
specific types of compensatory arrange- 
ments which were not covered by the 
proposed regulations. These arrange- 
ments include advance payments for 
personal services under certain circum- 
stances. 


Adoption of amendments 
to the regulations 


By a notice of proposed rule making 
appearing in the Federal Register for 
Wednesday, December 15, 1971 (36 
F.R. 23814) , an amendment to the In- 
come Tax Regulations (26 CFR Part 
1) was proposed in order to provide 
regulations under section 1348 of the 
Internal Revenue Code of 1954, as 
added thereto by section 804 of the 
Tax Reform Act of 1969 [Pub. L. 
91-172, 1969-3 C.B. 10] (83 Stat. 
685). After consideration of all such 
relevant matter as was presented by 
interested persons regarding the rules 
proposed, the following regulations are 
hereby adopted: 


The Income Tax Regulations (26 
CFR Part 1) are amended by adding 
the following new sections immedi- 
ately after § 1.1347-1: 


§ 1.1348 Statutory provisions; fifty- 
percent maximum rate on earned 
income. 


Sec. 1348. Fifty-percent maximum rate 
on earned income—(a) General rule. If for 
any taxable year an individual has earned 
taxable income which exceeds the amount 
of taxable income specified in paragraph 
(1), the tax imposed by section 1 for such 
year shall, unless the taxpayer chooses the 
benefits of part I (relating to income aver- 
aging), be the sum of — 


(1) The tax imposed by section 1 on the 
lowest amount of taxable income on which 
the rate of tax under section 1 exceeds 50 
percent, 


(2) 50 percent of the amount by which 
his earned taxable income exceeds the low- 
est amount of taxable income on which the 
rate of tax under section 1 exceeds 50 per- 
cent, and 


(3) The excess of the tax computed 
under section | without regard to this sec- 
tion over the tax so computed with refer- 
ence solely to his earned taxable income. 


In applying this subsection to a taxable 
year beginning after December 31, 1970, 
and before January 1, 1972, “60 percent” 
shall be substituted for “50 percent” each 
place it appears in paragraphs (1) and 
(2). 


(b) Definitions. For purposes of this sec- 
tion— 

(1) Earned income. The term “earned 
income” means any income which is earned 
income within the meaning of section 401 
(c)(2)(C) or section 911(b), except that 
such term does not include any distribution 
to which section 72(m)(5), 402(a) (2), 
402(e), or 403(a)(2)(A) applies or any 
deferred compensation within the meaning 
of section 404. For purposes of this para- 
graph, deferred compensation does not in- 
clude any amount received before the end 
of the taxable year following the first tax- 
able year of the recipient in which his right 
to receive such amount is not subject to a 
substantial risk of forfeiture (within the 
meaning of section 83(c) (1) ). 


(2) Earned taxable income. The earned 
taxable income of an individual is the ex- 
cess of — 


(A) The amount which bears the same 
ratio (but not in excess of 100 percent) to 
his taxable income as his earned net in- 
come bears to his adjusted gross income, 
over 


(B) The amount by which the greater 
of— 

(i) One-fifth of the sum of the taxpay- 
er’s items of tax preference referred to in 
section 57 for the taxable year and the 4 
preceding taxable years, or 

(ii) The sum of the items of tax prefer- 
ence for the taxable year, 


exceeds $30,000. 


For purposes of subparagraph (A), the 
term “earned net income” means earned 
income reduced by any deductions allow- 
able under section 62 which are properly 
allocable to or chargeable against such 
earned income. 

(c) Married individuals. This section 
shall apply to a married individual only if 
such individual and his spouse make a sin- 
gle return jointly for the taxable year. 


[Sec. 1348 as added by sec. 804(a), Tax 
Reform Act 1969 [Pub. L. 91-172, 1969-3 
C.B. 10] (83 Stat. 685)] 


Section 1348 


§ 1.1348-1 Fifty-percent 


tax on earned income. 


maximum 


Section 1348 provides generally that 
for taxable years beginning after De- 
cember 31, 1971, the maximum tax 
rate applicable to the earned taxable 
income of an individual, estate, or 
trust is not to exceed 50 percent. In 
the case of an estate or trust, earned 
income includes only amounts which 
constitute income in respect of a dece- 
dent within § 1.1348-3(a) (4). For 
taxable years beginning after Decem- 
ber 31, 1970, and before January 1, 
1972, the maximum rate is 60 per- 
cent. Section 1348 does not apply if 
the taxpayer chooses the benefits of in- 
come averaging under sections 1301 
through 1305. Section 1348 does not 
apply to a married individual who 
does not file a joint return with his 
spouse for the taxable year. For pur- 
poses of section 1348, an individual’s 
marital status shall be determined 
under section 153 and the regulations 
thereunder. 


§ 1.1348-2 Computation of the fifty- 
percent maximum tax on earned 
income. 


(a) Computation of tax for taxable 
years beginning after 1971. If, for a 
taxable year beginning after Decem- 
ber 31, 1971, an individual has earned 
taxable income (as defined in para- 
graph (d) of this section) which ex- 
ceeds the applicable amount in col- 
umn (1) of Table A, the tax imposed 
by section 1 for such year shall be the 
sum of— 

(1) The applicable amount in col- 
umn (2) of Table A, 

(2) 50 percent of the amount by 
which earned taxable income exceeds 
the applicable amount in column (1) 
of Tabie A, and 

(3) The amount by which the tax 
imposed by chapter 1 on the entire 
taxable income exceeds a tax so com- 
puted on earned taxable income, such 
computations to be made without re- 
gard to section 1348 or 1301. 
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Section 1348 


Table A 
Status (1) (2) 
Married individuals 
filing joint returns 
and surviving 
spouses $52,000 $18,060 
Heads of households $38,000 $12,240 
Unmarried individ- 
uals other than 
surviving spouses 
and heads of 
households 
Trusts and estates 


$38,000 $13,290 
$26,000 $ 9,030 


(b) Computation of tax for taxable 
years beginning in 1971. If, for a tax- 
able year beginning after December 
31, 1970, and before January 1, 1972, 
an individual has earned taxable in- 
come (as defined in paragraph (d) of 
this section) which exceeds the appli- 
cable amount in column (1) of Table 
B, the tax imposed by section 1 for 
such year shall be the sum of— 

(1) The applicable amount in col- 
umn (2) of Table B, 

(2) 60 percent of the amount by 
which earned taxable income exceeds 
the applicable amount in column (1) 
of Table B, and 

(3) The amount by which the tax 
imposed by chapter 1 on the entire 
taxable income exceeds a tax so com- 
puted on earned taxable income, such 
computations to be made without re- 
gard to section 1348 or 1301. 


Table B 
Status (1) (2) 
Married individuals 
filing joint re- 
turns and surviv- 
ing spouses 
Heads of house- 
holds $ 70,000 $30,260 
Unmarried individ- 
uals other than 
surviving spouses 
and heads of 
households 
Trusts and estates 


$100,000 $45,180 


$ 50,000 $20,190 
$ 50,000 $22,590 


(c) Short taxable periods. If a tax- 
payer is required under section 443 
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(a) (1) to make a return for a period 
of less than 12 months, the tax under 
section 1348 and this section shall be 
determined by placing his taxable in- 
come, earned net income, adjusted 
gross income, and items of tax prefer- 
ence on an annual basis in accordance 
with section 443 and the regulations 
thereunder. If a taxable year referred 
to in paragraph (d) (3) (i) (@) of this 
section is a period of less than 12 
months for which a return is required 
under section 443(a) (1), the average 
described in such paragraph shall also 
be determined by placing the items of 
tax preference for such period on an 
annual basis in accordance with sec- 
tion 443 and the regulations thereun- 
der. If a return for a period of less 
than 12 months is required under sec- 
tion 443(a) (3) for any taxable year 
referred to in paragraph (d) (3) (i) (a) 
of this section, section 1348 and this 
section shall not apply unless such pe- 
riod is reopened by the taxpayer as 
provided by section 6851 (b). 

(d) Earned taxable income—(1) 
In general. For purposes of section 
1348 and this section, the term “earned 
taxable income” means the excess of 
(i) the portion of taxable income 
which, under subparagraph (2) of this 
paragraph, is attributable to earned 
net income over (ii) the tax prefer- 
ence offset (as defined in subpara- 
graph (3) of this paragraph). For 
purposes of computing the alternative 
tax under section 1201, earned taxable 
income shall not exceed the excess of 
taxable income over 50 percent of the 
net section 1201 gain. 


(2) Taxable income attributable to 
earned net income. The portion of tax- 
able income which is attributable to 
earned net income shall be determined 
by multiplying taxable income by a 
fraction (not exceeding one), the nu- 
merator of which is earned net in- 
come, and the denominator of which 
is adjusted gross income. For purposes 
of this subparagraph the term “earned 
net income” means the excess of the 
total of earned income (as defined in 


§ 1.1348-3(a)) over the total of any 
deductions which are required to be 
taken into account under section 62 in 
determining adjusted gross income and 
are properly allocable to or chargeable 
against earned income. Deductions are 
properly allocable to or chargeable 
against earned income if, and to the 
extent that, they are allowable in re- 
spect of expenses paid or incurred in 
connection with the production of 
earned income and have not been 
taken into account in determining the 
net profits of a trade or business in 
which both personal services and capi- 
tal are material income producing fac- 
tors (as defined in § 1.1348-3(a) (3) ). 
Except as otherwise provided, deduc- 
tions properly allocable to or charge- 
able against earned income include— 

(i) Deductions attributable to a 
trade or business from which earned 
income is derived, except that if less 
than all the gross income from a trade 
or business constitutes earned income, 
only a ratable portion of the deduc- 
tions attributable to such trade or 
business is allowable in respect of ex- 
penses paid or incurred in connection 
with the production of earned income, 

(ii) Deductions consisting of ex- 
penses paid or incurred in connection 
with the performance of services as an 
employee, 

(iii) The deductions described in 
section 62(7) and allowable by sec- 
tions 404 and 405(c), 

(iv) The deduction allowable by 
section 217, 

(v) The deduction allowable by 
section 1379(b) (3), and 


(vi) A net operating loss deduction 
to the extent that the net operating 
losses carried to the taxable year are 
properly allocable to or chargeable 
against earned income. 


A net operating loss carried to the tax- 
able year is properly allocable to or 
chargeable against earned income in 
such year to the extent of the excess 
(if any) of the deductions for the loss 
year which are properly allocable to or 
chargeable against earned income and 
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which are allowable under section 
172(d) in determining a net operat- 
ing loss, over the earned income for 
the loss year. If the excess described 
in the preceding sentence is less than 
the entire net operating loss, such ex- 
cess and the balance of such loss shall 
be deemed to reduce taxable income 
ratably for any taxable year to which 
such loss may be carried. See Examples 
(3) and (4) in subparagraph (4) of 
this paragraph. 

(3) Tax preference offset. (i) For 
purposes of subparagraph (1) of this 
paragraph, the “tax preference offset” 
is the amount by which the greater 
of— 

(A) The average of the taxpayer’s 
items of tax preference for the taxable 
year and the four preceding taxable 
years, or 

(B) The taxpayer’s items of tax 
preference for the taxable year, 


exceeds $30,000. 


(ii) The items of tax preference to 
be taken into account under subdivi- 
sion (i) of this subparagraph for any 
taxable year shall be those items of tax 
preference referred to in section 57 (a) 
and the regulations thereunder for the 
taxable year, but excluding any amount 
not taken into account in computing 
the tax under section 56(a) and the 
regulations thereunder for such tax- 
able year. The items of tax preference 
to be taken into account by an indi- 
vidual for any taxable year in which 
such individual is or was a nonresident 
alien shall not include items of tax 
preference which are not effectively 
connected with the conduct of a trade 
or business within the United States. 

(iii) Taxable years ending before 
January 1, 1970 shall not be included 
in computing the average described in 
subdivision (i)(A) of this subpara- 
graph. Thus, for example, the tax 
preference offset for a taxable year 
ending on December 31, 1973, is the 
amount by which the average of the 
taxpayer’s items of tax preference for 
1970, 1971, 1972, and 1973, or the 


taxpayer’s items of tax preference for 
1973, whichever is greater, exceeds 
$30,000. Taxable years during which 
the taxpayer was not in existence shall 
not be included in computing the aver- 
age described in subdivision (i) (A) of 
this subparagraph. A fractional part of 
a year which is treated as a taxable 
year under sections 441(b) and 7701 
(a) (23) shall be treated as a taxable 
year for purposes of this subparagraph. 
See paragraph (c) of this section for 
special rules if a taxable year referred 
to in subdivision (i)(A) of this sub- 
paragraph is a period of less than 12 
months for which a return is required 
under section 443 (a) (1). 

(iv) If for the current taxable year 
the taxpayer and his spouse (or the 
estate of such spouse) file a joint re- 
turn together, the items of tax prefer- 
ence for a preceding taxable year 
taken into account under subdivision 
(i) (A) of this subparagraph shall be 
the sum of the items of tax preference 
of the taxpayer and his spouse for such 
preceding year even though a joint re- 
turn was not, or could not have been, 
filed by the taxpayer and such spouse 
for such preceding taxable year. If for 
the current taxable year the taxpayer 
(A) is no longer married to a spouse to 
whom he was married for a preceding 
taxable year taken into account under 
subdivision (i)(A) of this subpara- 
graph and files a return as a single 
person, head of household, or surviv- 
ing spouse for such current taxable 
year, or (B) is married to a spouse 
other than the spouse to whom he was 
married for a preceding taxable year 
taken into account under subdivision 
(i) (A) of this subparagraph, his items 
of tax preference shall be computed as 
if he were not married during such 
preceding taxable year. 

(v) The sum of the items of tax 
preference of an estate or trust shall, 
for purposes of this paragraph, be ap- 
portioned between the estate or trust 
and the beneficiary in the manner and 
to the extent provided by section 58 
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(c)(1) and the regulations there- 
under. 

(vi) If an item of gross income in 
respect of a decedent is includible in 
the gross income of a taxpayer and is 
treated as earned income in the hands 
of the taxpayer by reason of § 1.1348- 
3(a) (4), the items of tax preference 
for a taxable year taken into account 
under subdivision (i) of this subpara- 
graph shall be the sum of the taxpay- 
er’s items of tax preference for such 
taxable year and the decedent’s items 
of tax preference for any taxabie year 
of the decedent (including a short tax- 
able year described in section 441 
(b) (3)) which ends with or within 
such taxable year of the taxpayer. For 
purposes of this subdivision, if a tax- 
payer (such as the estate of the dece- 
dent or a testamentary trust created 
by the decedent) has not been in exist- 
ence for the number of preceding tax- 
able years specified in subdivision 
(i) (A) or (iii) of this subparagraph, 
the items of tax preference for preced- 
ing taxable years taken into account 
shall be the taxpayer’s items of tax 
preference for each of its preceding 
taxable years plus the decedent’s items 
of tax preference for that number of 
the most recent taxable years of the 
decedent ending prior to the taxpay- 
er’s earliest taxable year which, when 
added to the taxpayer’s preceding tax- 
able years, equals such number of pre- 
ceding taxable years specified in sub- 
division (i) (A), or (iii). The increase, 
if any, in the taxpayer’s tax preference 
offset computed under this subdivision 
shall not exceed the amount by which 
the taxpayer’s taxable income attribu- 
table to earned net income, computed 
as provided in § 1.1348-2(d) (2) and 
including the item of gross income in 
respect of a decedent, exceeds the tax- 
payer’s taxable income attributable to 
earned net income computed without 
regard to such item of gross income. 


(4) Illustrations. The provisions of 
this section may be illustrated by the 
following examples: 


Example (1). (i) H and W, married 
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calendar-year taxpayers filing a joint re 
turn, have the following items of income, 
deductions, and tax preference for 1976: 


(a) Salary $155,000 

(6) Dividends and 
interest 60,000 
$215,000 


(c) Deductible travel 
expenses of em- 
ployee alloca- 
ble to earned 
income 5,000 


(d) Adjusted gross income $210,000 
(e) Exemptions and itemized 

deductions 38,000 
(f) Taxable income $172,000 


In addition, the taxpayers have tax prefer- 
ence items for 1976 of $80,000 attributable 
to the exercise of a qualified stock option 
and total tax preference items of $300,000 
for the years 1972 through 1975. Since the 
items of tax preference for 1976 exceed the 
average of the items of tax preference for 
the years 1972 through 1976, the tax pref- 
erence offset for 1976 is $50,000 ($80,000 
— $30,000). 

(ii) H and W have earned taxable in- 
come of $72,857 determined in the follow- 
ing manner: 


(a) Earned income $155,000 
(6) Earned hee income 
($155,000 — $5,000) 150,000 


(c) Taxable income 172,000 
(d) Adjusted gross income 210,000 
(@) Taxable income attributa- 

ble to earned net in- 

ert Ly aie x 

150,000(b) _ 

$210,000(d) — *122:857 
(f) Tax preference 

offset 50,000 
(g) Earned taxable income 72,857 


(iii) The tax imposed by section 1 is 
$90,938, determined pursuant to section 
1348 in the following manner: 

(a) Applicable amount from 
column (2) of Table A, 
§ 1.1348-2(a) 

(6) 50% of amount by which 
$72,857 (earned taxable 
income) exceeds $52,- 
000 (applicable amount 
from column (1) of 
Table A, § 1.1348-2 


$18,060 


a)) 10,429 
(c) Tax computed under sec- 
tion 1 on $172,000 (tax- 
able income) $91,740 
(d) Tax computed 
under section 
1 on $72,857 
(earned taxa- 
able income) 29,291 
(e) Item (c)—Item (d) 
(f) Tax (total of Items (a), 
(6), and (e) ) $90,938 


Example (2). (i) H and W, married 


62,449 
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calendar-year taxpayers filing a joint re- 
turn, have the following items of income, 
deductions, and tax preference for 1976: 
(a) Salary $210,000 
(b) Dividends and in- 

terest 20,000 
(c) Net long-term cap- 

100,000 


ital gains 
$330,000 
(d) Section 1202 de- 
duction (one- 
half of net long- 
term capital gains) 50,000 


(e) Adjusted gross income $280,000 
(f) Exemptions and itemized de- 

ductions 40,000 
(g) Taxable income $240,000 


The taxpayers’ tax preference item for 
1976 is one-half of the net long-term capi- 
tal gains of $100,000, or $50,000. The tax- 
payers have no items of tax preference for 
the years 1972 through 1975. Accordingly, 
their tax preference offset for 1976 is 
$20,000 ($50,000 — $30,000). 

(ii) H and W have earned taxable in- 
come of $160,000, determined in the fol- 
lowing manner: 


(a) Earned net income $210,000 
(6) Taxable income 240,000 
(c) Adjusted gross income 280,000 


(d) Taxable income attributable to earned 
net income: $240,000(b) x 
$210,000 (a) 


(e) Tax preference 
offset 20,000 


(f) Earned taxable income 160,000 

(iii) The tax imposed by section 1 is 
$122,560, determined pursuant to section 
1348 in the following manner: 


(a) Applicable amount from col- 
umn (2) of Table A, 
§ 1.1348-2 (a) 

(b) 50% of amount by which 
$160,000 (earned taxable 
income) exceeds $52,000 
(applicable amount from 
column (1) of Table A, 
§ 1.1348-2(a) ) 

(c) Tax computed under section 
1201(b) on $240,000 
(taxable income) : 

(1) Tax under sec- 
tion 1201(b) 
(1) (tax un- 
der section 1 
on $190,000 
(taxable  in- 
come exclud- 
ing capital 
gains) ) 

(2) Tax under sec- 
tion 1201(b) 
(2) (25 per- 
cent of sub- 
section (d) 


000) 12,500 





$ 18,060 


54,000 


$104,080 





(3) Tax under sec- 
tion 4201 (b) 
(3) ‘(tax un- 
dey section 1 
on! $240,000 
(taxable  in- 
come) less 
tax under sec- 
tion 1 on 
$215,000 
(amount sub- 
ject to tax 
under section 
1201 (b) (1) 
plus 50 per- 
cent of sub- 
section (d) 
gain) ) 
($138,980 — 


$121,480) 17,500 


$134,080 
(d) Tax computed un- 
der section 1 on 
$160,000 
( earned taxable 
income) 83,580 


(e) Item (c) — Item (d) 
(f) Tax (total of Items 
(a), (b), and (e)) $122,560 


Example (3). (i) A, an unmarried cal- 
endar year taxpayer engaged in the prac- 
tice of law, has the following items of in- 
come and deductions for 1973 and 1976: 

1973 1976 


$240,000 $100,000 
60,000 20,000 


50,000 160,000 


50,500 


Gross income from 
law practice 

Dividends 

Expenses paid in 
law practice 


Investment interest 30,000 10,000 
Casualty loss on 
personal residence — 50,000 


(amount in excess of $100) 

(ii) For 1976, A’s deductions exceed his 
gross income, and his taxable income is 
therefore zero. In addition, A has a net 
operating loss of $100,000 (i.e., the excess 
of his deductions of $220,000 over his gross 
income of $120,000), which may be carried 
back to 1973. In computing his taxable 
income and earned taxable income for 
1973, $60,000 (i.e., the excess of the ex- 
penses paid in A’s law practice of $160,000, 
over his gross income from his law practice 
of $100,000) of the net operating loss de- 
duction is properly allocable to or charge- 
able against earned income. 

(iii) A’s recomputed taxable income and 
earned taxable income for 1973 are 
$119,250 and $103,350 respectively, deter- 
mined in the following manner: 

Gross income ($240,000 + 

$60,000) $300,000 
Adjusted gross income 

($300,000 — $50,000 — 


$100,000) 150,000 
Taxable income Nan 000 — 

$30,000 — $750) 119,250 
Earned net income 

($240,000 — $50,000 — 

$60,000) 130,000 
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Earned taxable income 


$130,000 
$150,000 < $119,250) 
Example (4). The facts are the same as 
in example (3) except that A’s gross in- 
come from his law practice for 1973 is 
$40,000. Thus, for 1973, A’s deductions 
(including the net operating loss deduc- 
tion) exceed his gross income, and his re- 
computed taxable income is therefore zero. 
The taxable income subtracted from the 
net operating loss to determine the carry- 
back to 1974 is $20,000 (i.e., $40,000 + 
$60,000 — $50,000 — $30,000), and thus 
the net operating loss carryback from 1976 
to 1974 is $80,000 (i.e, $100,000 — 
$26,000). Of this amount, $48,000 
($80,000 x [$60,000 (the excess of the 
expenses paid in 1976 in A’s law practice 
over his gross income from his law prac- 
tice) + $100,000 (A’s net operating loss 
for 1976)]) is properly allocable to or 
chargeable against earned income, and 
must be taken into account in recomputing 
A’s taxable income and earned taxable in- 
come for 1974. 


Example (5). A, an unmarried calendar 
year taxpayer, receives a salary of $80,000 
from Corporation X in 1975 and also owns 
and operates a laundry in which both his 
capital and services are material income 
producing factors. A incurs no section 62 
expenses with respect to the salary income. 
In 1975 the laundry, a sole proprietorship, 
has gross income of $100,000 and business 
expenses deductible under section 62 of 
$80,000. A reasonable allowance as com- 
pensation for A’s personal services rendered 
by him in his laundry business would be 
$12,000. The net profits of the laundry 
business were $20,000. 

A’s earned income from the laundry busi- 
ness is limited to $6,000 (30 percent of 
$20,000). A’s total earned income is 
$86,000 ($80,000 + $6,000). Since the 
section 62 deductions of the laundry busi- 
ness have already been taken into account 
in computing net profits, they are not again 
taken into account in computing earned 
net income. Accordingly, A’s earned net 
income for 1975 is $86,000. 


Example (6). The facts are the same as 
example (5) except that the gross income 
of the laundry is $130,000 and the net 
profits from the laundry are $50,000. A’s 
earned income from the laundry is $12,000. 
Even though the 30-percent-of-net profits 
limitation has not resulted in a reduction 
of A’s earned income from the laundry, the 
expenses deducted in computing net profits 
do not reduce earned income. Accordingly, 
both the earned income and the earned net 
income of A for 1975 are $92,000. 

Example (7). The facts are the same as 
example (5) except that the gross income 
of the laundry is $60,000 and the laundry 
has a net loss of $20,000. A’s earned in- 
come from the laundry is $12,000. Since 
the laundry does not have net profits, the 
expenses of the laundry have not been taken 
into account in computing the net profits 
limitation. Accordingly, a ratable portion of 


103,350 


deductible expenses of the laundry must be 
allocated to the earned income from the 
laundry in accordance with §1.1348-2(d) 
(2) ; $16,000 of the expenses are allocated 
to the earned income ($12,000/$60,000 x 
$80,000). A’s total earned income for 1975 
is $92,000, and his earned net income is 
$76,000 ($92,000 minus $16,000). 


§ 1.1348-3 Definitions. 

(a) Earned income—(1) In gen- 
eral. (i) For purposes of section 1348 
and the regulations thereunder, the 
term “earned income” means any item 
of gross income which is earned in- 
come within the meaning of section 
401(c) (2) (C) or section 911(b) un- 
less the item constitutes deferred com- 
pensation as defined in paragraph (b) 
of this section or is otherwise excluded 
by application of this paragraph. 
Thus, subject to such exceptions, the 
term includes— 


(A) Wages, salaries, professional 
fees, bonuses, amounts includible in 
gross income under section 83, com- 
missions on sales or on insurance pre- 
miums, tips, and other amounts re- 
ceived, actually or constructively, as 
compensation for personal services ac- 
tually rendered regardless of the me- 
dium or basis of payment. 


(B) Compensatory payments for 
personal services made prior to the 
time such services are actually ren- 
dered, provided such advance pay- 
ments are not made for a purpose of 
minimizing Federal income taxes by 
reason of the application of section 
1348, and are either customary in the 
particular profession, trade, or busi- 
ness, or are made for a bona fide busi- 
ness purpose. 


(C) Prizes and awards in recogni- 
tion of personal services includible in 
gross income under section 74, 
amounts includible in gross income 
under section 79 (relating to group- 
term life insurance purchased for em- 
ployees), and amounts includible in 
gross income under section 1379(b) 
(relating to contributions to qualified 
pensions plans in the case of certain 
shareholder-employees) ; and 


(D) Gains (other than gain which 
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is treated as capital gain under any 
provision of chapter 1) and net earn- 
ings derived from the sale or other dis- 
position of, the transfer of any interest 
in, or the licensing of the use of prop- 
erty (other than good will) by an in- 
dividual whose personal efforts created 
such property. 


The term does not include such in- 
come as dividends (including an 
amount treated as a dividend by rea- 
son of section 1373(b) and § 1.1373- 
1), other distributions of corporate 
earnings and profits, gambling gains, 
or gains which are treated as capital 
gains under any provision of chapter 
1. The term also does not include 
amounts received for refraining from 
rendering personal services or engag- 
ing in competitive activity or amounts 
received as consideration for the can- 
cellation of an employment contract. 

(ii) In the case of a nonresident 
alien individual, earned income in- 
cludes only earned income from 
sources within the United States which 
is effectively connected with the con- 
duct of a trade or business within the 
United States. 

(2) Earned income and employed 
assistants. The entire amount received 
as professional fees shall be treated as 
earned income if the taxpayer is en- 
gaged in a professional occupation, 
such as a doctor, dentist, lawyer, archi- 
tect, or accountant, even though he 
employs assistants to perform part or 
all of the services, provided the pa- 
tients or clients are those of the tax- 
payer and look to the taxpayer as the 
person responsible for the services per- 
formed. 

(3) Earned income from business 
in which capital is material. (i) If an 
individual is engaged in a trade or 
business (other than in corporate 
form) in which both personal services 
and capital are material income-pro- 
ducing factors, a reasonable allowance 
as compensation for the personal serv- 
ices actually rendered by the individ- 
ual shall be considered earned income, 
but the total amount which shall be 
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treated as the earned income of the in- 
dividual from such a trade or business 
shall in no case exceed 30 percent of 
his share of the net profits of such 
trade or business (which share shall 
include any guaranteed payment (as 
defined by §1.707-1(c)) received 
from a partnership). For purposes of 
the preceding sentence, the term “net 
profits of the trade or business” means 
the excess of gross income from such 
trade or business (including income 
from all sources, whether or not sub- 
ject to Federal income tax, and with- 
out taking into account any deduc- 
tions which may be allowable under 
section 1202) over the deductions at- 
tributable to such trade or business. 
(ii) Whether capital is a material 
income-producing factor must be de- 
termined by reference to all the facts 
of each case. Capital is a material 
income-producing factor if a substan- 
tial portion of the gross income of the 
business is attributable to the employ- 
ment of capital in the business, as re- 
flected, for example, by a substantial 
investment in inventories, plant, ma- 
chinery, or other equipment. In gen- 
eral, capital is not a material income- 
producing factor where gross income 
of the business consists principally of 
fees, commissions, or other compensa- 
tion for personal services performed by 
an individual. Thus, the practice of 
his profession by a doctor, dentist, law- 
yer, architect, or accountant will not, 
as such, be treated as a trade or busi- 
ness in which capital is a material in- 
come-producing factor even though 
the practitioner may have a substan- 
tial capital investment in professional 
equipment or in the physical plant 
constituting the office from which he 
conducts his practice since his capital 
investment is regarded as only inci- 
dental to his professional practice. 
(iii) This subparagraph does not 
apply to gains and net earnings de- 
rived from the sale or other disposition 
of, the transfer of any interest in, or 
the licensing of the use of property by 
an individual whose personal efforts 
created such property which are, by 
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reason of subparagraph (1) (i) of this 
paragraph, treated as earned income. 
Thus, for example, a research chem- 
ist’s substantial capital investment in 
laboratory facilities which he uses to 
produce patentable chemical processes 
from which he derives gains within the 
meaning of this subdivision would not 
be considered a material income-pro- 
ducing factor. 

(4) Income in respect of a dece- 
dent. An item of gross income in re- 
spect of a decedent includible in the 
gross income of a person described in 
section 691(a)(1) shall be treated as 
earned income in the hands of such 
person for purposes of subparagraph 
(1) of this paragraph if such item of 
gross income would have constituted 
earned income of the decedent had he 
lived and received such amount. See 
§ 1.1348-2(d) (3) (vi) for rules relat- 
ing to attribution of tax preferences by 
reason of an item of income in respect 
of a decedent. 


(5) Exceptions to definition of 
earned income. For purposes of section 
1348 and the regulations thereunder, 
the term “earned income” does not in- 
clude: 


(i) Any distribution to which sec- 
tion 72(m)(5), relating to certain 
amounts received by owner-employees 
from a trust described in section 
401(a) or under a plan described in 
section 403 (a), applies, 

(ii) Any distribution to which sec- 
tion 402(e), relating to the treatment 
of certain total distributions from a 
trust described in section 401(a) or 
under a plan described in section 
403(a), applies, 

(ili) Any distribution to which sec- 
tion 402(a)(2), relating to capital 
gains treatment of certain total distri- 
butions from a trust described in sec- 
tion 401 (a) , applies, 

(iv) Any distribution to which sec- 
tion 403 (a) (2) (A), relating to capital 
gains treatment for certain distribu- 
tions under a plan described in section 
404(a) (2), applies, or 


(v) Any deferred compensation 


within the meaning of paragraph (b) 
of this section. 

(6) Examples. The application of 
this paragraph may be illustrated by 
the following examples: 


Example (1). A owns and operates an 
unincorporated laundering and dry clean- 
ing business. A, assisted by his employees, 
devotes his entire time and attention to this 
business. Substantial capital is invested in 
the plant and equipment utilized in the 
laundering and dry cleaning of clothing 
for A’s customers. Although personal serv- 
ices performed by A and his employees are 
a material income-producing factor in A’s 
business, the capital investment in plant 
and equipment is not merely incidental to 
the performance of such services but is, as 
such, material to the production of business 
income. Therefore, A’s laundering and dry 
cleaning business is one in which both per- 
sonal services and capital are material in- 
come-producing factors within the meaning 
of paragraph (a) (3) of this section. A may 
treat as earned income for a taxable year a 
reasonable allowance as compensation for 
the personal services rendered by him in 
his business, but the amount so treated 
shall not exceed 30% of the net profits of 
his business for such year. 

Example (2). In his unincorporated bus- 
iness as a real estate broker, which he con- 
ducts on a full-time basis, A performs 
substantial personal services, including so- 
licitation of home buyers and sellers, escort- 
ing prospective buyers on house visits, ar- 
ranging appraisal, financing, and _ legal 
services, and other related tasks. In the 
course of conducting such business, A often 
finances sales of real estate with his own 
capital, makes all the necessary arrange- 
ments incident to such financing, and a 
substantial portion of the gross income of 
the business consists of interest income from 
such financing. Under these facts and cir- 
cumstances, both personal services and 
capital are material income-producing fac- 
tors in A’s real estate business within the 
meaning of paragraph (a) (3) of this sec- 
tion since the financing of real estate sales 
is an integral part of the entire business. 
Accordingly, A’s earned income from his 
real estate business is limited to a reason- 
able allowance as compensation for the per- 
sonal services A actually renders, but not in 
excess of 30% of the net profits from the 
business, including the interest income de- 
rived from financing sales of real estate. 

Example (3). For his taxable year end- 
ing on December 31, 1973, A, a radiologist, 
reports fees of $100x for professional serv- 
ices rendered to his own patients during 
1973. Since 1970, A has maintained his 
own office in a small building that he pur- 
chased for $60x. In addition, A owns X-ray 
equipment with an original cost of $300x 
which he uses in his professional practice. 
The entire $100x of professional fees 
earned by A during 1973 is treated as 
earned income, notwithstanding that A has 
a substantial capital investment in profes- 
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sional equipment and the office from which 
he conducts his medical practice, because 
such capital investment is only incidental 
to the rendition of personal services in A’s 
professional practice. 


(b) Deferred compensation—(1) 
In general. For purposes of section 
1348 and the regulations thereunder, 
the term “deferred compensation” 
means, except as otherwise provided 
in subparagraph (2) of this para- 
graph, any compensation which is de- 
ferred within the meaning of that con- 
cept in section 404, including any 
deferred compensation to which the 
provisions of section 404 and the reg- 
ulations thereunder apply and any 
other compensation taxation of which 
is deferred in a manner similar to the 
treatment applicable to deferred com- 
pensation to which such provisions 
apply. Thus, the term includes any 
amounts includible in gross income as 
compensation for personal services 
pursuant to a plan, or method having 
the effect of a plan, deferring the tax- 
ation of such payment to a taxable 
year later than that in which such 
services were rendered. For purposes 
of section 1348, the term “deferred 
compensation” is not limited to pay- 
ments to common-law employees but 
also includes payments to self-employed 
individuals; nor is it material that no 
deduction is allowable in respect of all 
or part of such payments or that a de- 
duction in respect thereof is allowable 
under some provision of the Code 
other than section 404. For example, 
amounts received by a retired partner 
pursuant to a written plan of the part- 
nership of the kind described in sec- 
tion 1402(a) (10) constitute deferred 
compensation except as otherwise pro- 
vided in subparagraph (2) of this 
paragraph. The term “deferred com- 
pensation,” as defined in this para- 
graph, shall have no application to a 
determination of the deductibility of 
any amount under section 162, section 


404, or any other provision of the 
Code. 


(2) Amounts not treated as de- 
ferred compensation. Notwithstanding 


the provisions of subparagraph (1) of 
this paragraph, any amount includible 
in gross income as compensation be- 
fore the end of the taxable year fol- 
lowing the first taxable year of the tax- 
payer in which his right to receive 
such amount is not subject to any re- 
quirement or condition which would 
be treated as resulting in a substantial 
risk of forfeiture within the meaning 
of section 83 and the regulations there- 
under does not constitute deferred 
compensation for purposes of section 
1348 and the regulations thereunder. 
For purposes of this subparagraph, a 
fractional part of a year which is a 
taxable year under sections 441(b) 
and 7701(a) (23) shall be treated as a 


taxable year. 


(3) Application to certain compen- 
sation—(i) In general. This subpara- 
graph provides rules for the applica- 
tion of the principles of subparagraphs 
(1) and (2) of this paragraph to cer- 
tain types of compensation. 


(ii) Pension, etc., plans. (A) In ac- 
cordance with subparagraph (1) of 
this paragraph, the taxable portion of 
distributions under a pension, annuity, 
profit-sharing, or stock bonus plan, 
whether or not such plan meets the re- 
quirements of section 401(a), or pur- 
suant to a method having the effect of 
such a plan, generally constitutes de- 
ferred compensation. However, under 
subparagraph (2) of this paragraph, 
such portion constitutes earned income 
if includible in gross income before the 
end of the taxable year following the 
first taxable year of the taxpayer in 
which his right to receive such amount 
is not subject to a substantial risk of 
forfeiture. In the case of a distribution 
under a contributory plan, the preced- 
ing sentence applies only to that part 
of the taxable portion of the distribu- 
tion which is attributable to employer 
contributions to the plan. For purposes 
of the preceding sentence, that part of 
the taxable portion of a distribution 
which is attributable to employer con- 
tributions is the amount of such part, 
multiplied by a fraction, the numera- 
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tor of which is the employer contribu- 
tions to the plan on behalf of the em- 
ployee (determined in accordance with 
the principles of § 1.402(a)-2), and 
the denominator of which is the sum 
of such employer contributions and the 
net employee contributions to the plan 
(as defined in paragraph (a) (2) of 
§ 1.402(a)-2). Thus, if the employer 
does not contribute to the plan, no 
part of any distribution thereunder 
constitutes earned income. Amounts 
included in gross income under section 
402(b), 403(c), or 1379(b) (1) in re- 
spect of employer contributions to a 
plan described in this subdivision do 
not constitute deferred compensation. 


(B) Ifa recipient’s rights to receive 
amounts pursuant to a plan cease to be 
subject to a substantial risk of forfeit- 
ure in more than one of his taxable 
years, each payment pursuant to such 
plan shall be considered to consist of 
a ratable portion of all of the amounts 
which are not subject to a substantial 
risk of forfeiture at the time of such 
payment. Thus, for example, if an em- 
ployment contract provides in part 
that an employee or his estate is to re- 
ceive in each of the fifteen years after 
the year in which he attains or would 
have attained age 65 an amount equal 
to $2,000 times his years of service 
with the employer and if he had eigh- 
teen years of service with the em- 
ployer, each $36,000 payment would 
be considered to consist of 18 pay- 
ments of $2,000, his right to receive 
one of which ceased to be subject to a 
substantial risk of forfeiture upon com- 
pleting his first year of service with the 
employer, his right to receive another 
of which ceased to be subject to a sub- 
stantial risk of forfeiture upon com- 
pleting his second year of service with 
the employer, etc. Therefore, if the 
employee’s last year of service with the 
employer was completed in the year in 
which he attained age 65, $2,000 of 
the first payment in the next year 
would not be deferred compensation 
under subparagraph (2) of this para- 
graph, and the remaining $34,000 of 
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that payment and all of the other 
fourteen payments of $36,000 would 
be deferred compensation. If the em- 
ployee’s last year of service was com- 
pleted in an earlier year, all fifteen 
payments would constitute deferred 
compensation in full. 
(iii) Income attributable to options. 
(A) Ordinary income realized by a 
‘taxpayer upon a disqualifying disposi- 
tion of stock acquired pursuant to the 
exercise of a statutory option (as de- 
fined in § 1.421-7(b)) is not deferred 
compensation for purposes of subpara- 
graph (1) of this paragraph and, 
therefore, constitutes earned income. 

(B) Ordinary income realized by a 
taxpayer upon the transfer of property 
pursuant to the exercise, or sale or 
other disposition, of an option which is 
not a statutory option (as defined in 
§ 1.421-7(b)) and which was granted 
on or before December 15, 1971, is not 
deferred compensation for purposes of 
subparagraph (1) of this paragraph 
and, therefore, constitutes earned in- 
come. Ordinary income realized by a 
taxpayer upon the transfer of property 
pursuant to the exercise, or sale or 
other disposition, of an option which is 
not a statutory option (as defined in 
§ 1.421-1(b)) and which is granted 
after December 15, 1971 constitutes 
earned income rather than deferred 
compensation if such option cannot, by 
its terms, be exercised more than three 
months after termination (for any rea- 
son other than death) of the grantee’s 
employment by the grantor of the op- 
tion. If the terms of such an option 
granted after December 15, 1971 per- 
mit the exercise of the option more 
than three months after termination 
(for any reason other than death) of 
the grantee’s employment by the 
grantor, ordinary income realized by a 
taxpayer upon the transfer of property 
pursuant to exercise, or sale or other 
disposition, of the option constitutes 
earned income rather than deferred 
compensation only if such income is 
realized in a taxable year in which the 
option was granted. In the case of the 
grantee’s death within a period during 
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which ordinary income realized upon 
the transfer of property pursuant to 
his exercise, or sale or other disposi- 
tion, of an option described in this 
subdivision would have constituted 
earned income as provided in this sub- 
division had the grantee lived, ordi- 
nary income realized subsequently 
upon the transfer of property pursuant 
to exercise, or sale or other disposition, 
of an option described in this subdi- 
vision, by the grantee’s legal repre- 
sentatives or beneficiary constitutes 
earned income only if such exercise, or 
sale or other disposition, occurs on a 
date no later than the date twelve 
months following that of the grantee’s 
death. For purposes of this subdivision, 
the term “employment by the grantor” 
includes employment by a related cor- 
poration as defined in § 1.421-7(i), 
and by a corporation which is consid- 
ered a related corporation under 
§ 1.421-7(h) (3). Therefore, the trans- 
fer of an employee from the grantor 
corporation to such a related corpora- 
tion or from one related corporation to 
another related corporation or to the 
grantor corporation will not be treated 
as a termination of employment by the 
grantor. 


(C) For purposes of (B) of this 
subdivision, if an option described 
therein and granted after December 
15, 1971 is exercisable only following 
completion of a specified period of 
employment, the taxable year in which 
such period of employment is com- 
pleted shall be treated as the taxable 
year in which the option was granted. 
Further, if the terms of an option de- 
scribed in (B) of this subdivision and 
granted after December 15, 1971 are 
modified, such modification shall not 
be considered as the granting of a new 
option for purposes of (B) in deter- 
mining the taxable year in which such 
option was granted. 


(D) For purposes of (B) of this 
subdivision, an option will not be con- 
sidered exercisable by its terms more 
than three months following termina- 
tion (for any reason other than death) 





of the grantee’s employment by the 
grantor solely because the terms of 
such option permit, in the event of 
such grantee’s death within three 
months following termination of such 
employment, exercise of the option by 
the grantee’s legal representative or 
beneficiary during or following such 
three-month period. 


(4) Examples. The application of 
this paragraph may be illustrated by 
the following examples, in each of 
which it is assumed that any amounts 
paid as described therein constitute 
salaries or other compensation for per- 
sonal services actually rendered rather 
than a distribution of earnings and 
profits: 


Example (1). (i) On January 1, 1965, 
Corporation X and E, an individual, exe- 
cute an employment contract under which 
E is to be employed by X for a period of 
10 years. Under the contract, E is en- 
titled to a stated annual salary and to 
additional compensation of $10x for each 
year. This additional compensation is to be 
credited as of December 31 of each year to 
a bookkeeping reserve account and will be 
deferred, accumulated, and paid only upon 
termination of the employment contract, 
E’s becoming a part-time employee of X, 
or E’s becoming partially or totally inca- 
pacitated. Under the terms of the contract, 
X is merely under a contractual obligation 
to make the payments when due, and 
neither X nor E intends that the amounts 
in the reserve be held by X in trust for E. 
The contract provides that if E shall fail 
or refuse to perform his duties, X will be 
relieved of any obligation to make further 
credits to the reserve but not of the obliga- 
tion to distribute amounts previously cred- 
ited to the reserve. In the event E should 
die prior to his receipt in full of the balance 
in the account, the remaining balance is 
distributed to his personal representative. 

(ii) Having completed the terms of his 
employment contract, E retires from the 
employment of X on December 31, 1974, 
and on January 15, 1975, receives a total 
distribution of $100x from his reserve ac- 
count. Of this distribution of $100x to E, 
only $10x, representing the credit made to 
E’s reserve account in 1974, constitutes 
earned income. No other credits to E’s 
reserve account are taken into account for 
this purpose because they were made to the 
reserve account and became nonforfeitable 
in a year earlier than the year preceding 
that in which the $100x distribution was 
made to E. 

Example (2). (i) Corporation X follows 
a policy of permitting employees to elect 
before the beginning of any calendar year 
to defer the receipt of either 5 percent or 
10 percent of their stated annual salary to 
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be earned in that year. E, an employee, 
elects for each of 10 years of employment 
to defer receipt of $5x of his stated annual 
salary. The total so deferred, or $50x, is 
paid to E on January 15, 1974. 


(ii) Since the salary which E elects to 
defer is includible in his gross income only 
in the taxable year in which actually re- 
ceived by him, then to the extent E receives 
any such deferred salary payment after the 
end of the taxable year following the tax- 
able year from which such payment was 
deferred, such payment does not constitute 
earned income since such payment is de- 
ferred compensation under this paragraph 
(b). Accordingly, of the $50x distribution 
to E, only $5x, representing the salary de- 
ferral from 1973, constitutes earned in- 
come. 


Example (3). (i) E is an officer of Cor- 
poration X, which has a plan for making 
future payments of additional compensation 
for current services to certain employees. 
The plan provides that a fixed percentage 
of the annual net earnings in excess of 
$400x is to be designated for division 
among the participants. This amount is not 
currently paid to the participants; but X 
has set up on its books a separate account 
for each participant, including E, and each 
year it credits thereto the dollar amount of 
his participation for the year. Distributions 
are to be made from the account when the 
employee reaches the age of 60, is no 
longer employed by X, including cessation 
of employment due to death, or becomes 
totally unable to perform his duties, which- 
ever occurs first. X’s liability to make these 
distributions is contingent upon the em- 
ployee’s refraining from engaging in any 
business competitive to that of X, making 
himself available to X for consultation and 
advice after retirement or termination of 
his services, unless disabled, and retaining 
unencumbered any interest or benefit under 
the plan. In the event of his death, either 
before or after the beginning of payments, 
amounts in an employee’s account are dis- 
tributable to his designated beneficiaries or 
heirs-at-law. Under the facts and circum- 
stances, E’s rights to distributions from his 
account pursuant to the terms of the plan 
are not subject to a substantial risk of for- 
feiture within the meaning of section 83 
(c) (1). Under the terms of the compensa- 
tion plan, X is under a merely contractual 
obligation to make the payments when due, 
and the parties did not intend that the 
amounts in each account be held by X in 
trust for the participants. 


(ii) Cash or property includible in gross 
income by E which is attributable to a 
credit to his account in a taxable year 
earlier than the year immediately preced- 
ing the year of inclusion does not constitute 
earned income since it is deferred compen- 
sation within the meaning of this paragraph 
(b). See subparagraph (3) of this para- 
graph (b) for rules for determining that 
portion of distributions from E’s account 
which are attributable to credits to his ac- 
count in a taxable year earlier than the 


year immediately preceding the year in 
which such distributions are made. 

Example (4). (i) Corporation X has an 
annual incentive bonus plan for its em- 
ployees. Under this plan, X has the sole 
discretion to defer all or any part of any 
employee’s incentive bonus award. In addi- 
tion, no employee has any right to receive 
any incentive bonus for any year (whether 
to be paid currently or to be deferred) until 
such time, if any, as X makes an award to 
him. No employee has any election as to 
the amount or time of payment of his 
award for any year. Furthermore, the last 
of any payments under an award must be 
paid no later than 10 years from the nor- 
mal retirement date of the employee. In 
addition, the obligations of X under the 
plan are merely contractual and are not 
funded or secured. The awards are nonas- 
signable. However, in the case of death the 
awards are payable to the employee’s desig- 
nated beneficiary. Once made, a bonus 
award under the plan is not subject to any 
substantial risk of forfeiture. 

(ii) In each of the years 1967, 1968, 
1969, and 1970, X awards E a deferred 
bonus of $100x. E retires on June 30, 1971. 
Beginning in 1971, X pays to E the total of 
$400x of deferred bonus awards in 5 an- 
nual installments of $80x each. With re- 
spect to the $80x payment made to E in 
1971, $20x, representing the ratable por- 
tion of the payment ($100x/$400x x $80x) 
allocable to the 1970 bonus award, is 
earned income because it was received in 
a year no later than the year following that 
(1970) in which E’s right to receive such 
amount was no longer subject to a sub- 
stantial risk of forfeiture. The balance of 
the $80x payment made in 1971 and all 
payments made subsequently constitute de- 
ferred compensation. 


Example (5). (i) Under the terms of a 
nonqualified bonus plan for its executive 
employees, Corporation M contributes each 
year to a bonus reserve a given percentage 
of its net earnings for the year. M makes 
bonus awards each year from the reserve in 
cash or stock of M, or a combination of 
both, to such executive employees, and in 
such amounts, as M may determine. The 
bonus award so determined to be made to 
a beneficiary is paid to him in installments: 
20 percent of the award at the time that 
the award is made and the remaining in- 
stallments in January of each succeeding 
year (until the full amount of the award 
is paid). Such amounts are payable in suc- 
ceeding years but only if earned out by the 
employee by continuing service to M, at the 
rate of 1/12th of the amount of the first 
installment for each complete month of 
service beginning with the year of deter- 
mination. If the beneficiary voluntarily 
terminates his employment, is discharged 
for cause, or conducts himself in a man- 
ner inimical to the best interests of M, he 
forfeits the rights to receive any portion of 
his bonus award previously earned out but 
undelivered to him and to continue earn- 
ing out his bonus award. Upon retirement 
a beneficiary retains the right to earn out 
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an unearned bonus award but forfeits the 
right to continue earning out the award 
if he conducts himself in a manner inimical 
to M’s best interests or engages in an 
activity which is in competition with an 
activity of M. If a beneficiary dies while 
earning out a bonus award, any unpaid 
and undelivered portion of his award is 
paid and delivered to his estate or heirs at 
such time and in such manner as if the 
beneficiary were living. 

(ii) On January 1, 1971, M makes a 
cash bonus award to A of $100x. On Janu- 
ary 15, 1971, $20x, representing the first 
installment of the award, is paid to A. 
On January 15, 1972, $20x, representing 
the portion of the award earned out by A 
during the calendar year 1971 is paid to 
him. On January 1, 1972, A retires from 
employment with M and, having satisfied 
the conditions to continue earning out his 
bonus award, receives $20x on January 
15, 1973, $20x on January 15, 1974, and 
$20x on January 15, 1975. 

(iii) Under the facts and circumstances, 
the conditions that A not conduct himself 
in a manner inimical to the best interests 
of M and refrain from activity competitive 
to that of M are not considered to result 
in a substantial risk of forfeiture of the 
bonus award. The total installments of 
$40x paid to A in 1971 and 1972 con- 
stitute earned income. The installment of 
$20x earned out by A in 1972 and paid 
to him in 1973 also constitutes earned 
income for the taxable year 1973 because 
it was includible in gross income by A be- 
fore the end of the taxable year of A 
following the first taxable year (the year of 
his retirement, i.e., 1972) in which his 
right to receive the installment was not 
subject to a substantial risk of forfeiture. 
The installments paid to A in 1974 and 
1975, however, do not constitute earned 
income because they were paid in a year 
later than the year following the year of 
A’s retirement. Had the conditions that A 
not conduct himself in a manner inimical 
to the best interests of M and refrain from 
activity competitive to that of M _ con- 
stituted a substantial risk of forfeiture, the 
installments paid to A in 1974 and 1975 
would have constituted earned income. 

Example (6). On January 15, 1968, Cor- 
poration M, under the terms of a non- 
qualified bonus plan for its employees, 
grants to A, an employee, 5,000 “dividend 
units”, which entitle A to receive, for the 
period during which the award remains in 
effect, a cash payment equal to the divi- 
dends declared and paid by M on the 
equivalent of 5,000 shares of its capital 
stock. The award remains in effect for 
A’s lifetime but is subject to forfeiture 
if A is dismissed or leaves the service of 
M for any reason other than his death or 
retirement, or if A, following his retire- 
ment, engages in any activity which is 
harmful to the interests of M. Under the 
particular facts and circumstances, the 
condition that A not engage in any harm- 
ful activity is not considered to amount to 
a substantial risk of forfeiture within the 
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meaning of section 83(c)(1). A retires on 
January 1, 1971. In each of the calendar 
years 1971, 1972, 1973, and 1974, A re- 
ceives cash payments of $5x under his 
bonus award. The payments totaling $10x 
to A in the years 1971 and 1972 constitute 
earned income because A received them 
before the end of the taxable year follow- 
ing the first taxable year (i.e., 1971, the 
year in which A retired) in which his right 
to receive such payments was not subject 
to a substantial risk of forfeiture. Pay- 
ments totaling $10x to A in 1973 and 
‘1974, however, constitute deferred com- 
pensation under paragraph (b) of this 
section. 


Example (7). Corporation M maintains 
an employees’ profit sharing trust which 
is not exempt from tax under section 501 
(a). Under the terms of the trust agree- 
ment, the interest of the trust beneficiaries 
in each contribution made to the trust by 
M is subject to a substantial risk of for- 
feiture for a period of 2 years from the 
date on which the particular contribution 
is made, except that upon a beneficiary’s 
retirement, his entire interest in the trust 
vests immediately. Contributions are made 
on December 30 of each year. As of Aug- 
ust 1, 1969, the total interest, forfeitable 
and nonforfeitable, of A, an employee of 
M, in the trust is $320x. On December 30 
in each of the years 1969, 1970, and 1971, 
M makes a further contribution to the trust 
allocable to A’s account equal to $60x. A 
retires on December 31, 1971, and be- 
comes entitled to a total distribution from 
the trust of $500x, of which $320x repre- 
sents M’s contributions made prior to Aug- 
ust 1, 1969, and $180x represents con- 
tributions made subsequent to such date. 
Beginning in 1972, the trust distributes to 
A $500x in 5 equal annual installments. 
Because M’s contributions to A’s account 
for the years subsequent to August 1, 1969, 
totaling $180x vested as of his retirement 
date, such contributions of $180x consti- 
tute earned income of A for the year 1971 
by reason of § 1.402(b)-1(b). No portion 
of any annual installment of $100x which 
is includible in A’s gross income constitutes 
earned income since it is attributable to 
the $320x, in all of which A’s rights be- 
came nonforfeitable no later than Decem- 
ber 30, 1970. 


Example (8). Corporation M maintains 
a qualified noncontributory pension plan 
for the benefit of its employees. Under the 
terms of the plan, no employee has a 
vested right to receive any distribution 
under the plan prior to his retirement from 
the employment of M upon reaching the 
age of 65. A, an employee of M, reaches 
age 65 on June 15, 1972, and retires on 
June 30, 1972. Under the terms of the 
pension plan, A becomes entitled to re- 
ceive a monthly pension of $5x, beginning 
on July 1, 1972. A receives pension pay- 
ments totalling $30x in 1972, $60x in 
1973, $60x in 1974, $60x in 1975, and 
$60x in 1976. The pension payments re- 
ceived by A in 1972 and 1973 constitute 


earned income within paragraph (b) (3) 
(ii) of this section. The pension pay- 
ments received by A in 1974, 1975, and 
1976 constitute deferred compensation. 

Example (9). (i) A is a participant in 
X Corporation’s noncontributory qualified 
pension plan. The plan provides an annual 
benefit upon attaining page 65 of 2 percent 
of average compensation for each calendar 
year of participation in the plan. Average 
compensation is defined as the average of 
an employee’s annual compensation over 
the last 5 calendar years of service. The 
plan provides that an employee’s rights in 
his accrued benefit are nonforfeitable after 
15 years of participation in the plan. A 
attains age 65 on June 20, 1975, and be- 
gins to receive a pension on July 1, 1975. 
A’s pension is based upon 30 years of 
participation in the plan. A’s annual com- 
pensation for the period 1969 through 
1974, is as follows: 


Year Annual Compensation 
1969 $75,000 
1970 80,000 
1971 80,000 
1972 85,000 
1973 85,000 
1974 90,000 


(ii) Under the terms of the plan, A’s 
accrued benefit as of December 31, 1974, 
and his pension are $50,400 (0.02 x 30 
x 1/5 ($80,000 + $80,000 + $85,000 
+ $85,000 + $90,000)). A’s accrued 
benefit as of December 31, 1973, is $46,980 
(0.02 x 29 x 1/5 ($75,000 + $80,000 
+ $80,000 + $85,000 + $85,000) ). Since 
A’s rights in $46,980 of his accrued bene- 
fit had ceased to be subject to a substan- 
tial risk of forfeiture before 1974, only 
$285 (1/12 x ($50,400 — $46,980) ) of 
each payment received during 1975 does 
not constitute deferred compensation. The 
balance of the amounts received during 
i975 and all amounts received in 1976 
constitute deferred compensation since 
they are paid after the end of the taxable 
year following A’s first taxable year in 
which his right to receive any such amount 
was not subject to a substantial risk of 
forfeiture. 


Example (10). On January 15, 1971, 
Corporation M grants to A, an employee, 
an option to purchase 100 shares of stock 
of M at a price of $10x per share. Such 
option constitutes a qualified stock option 
as defined in section 422(b). On August 
1, 1971, A exercises his option, at which 
time the fair market value of the 100 
shares of M stock is $15x per share. On 
April 24, 1972, A sells the 100 shares of 
M stock acquired pursuant to exercise of 
his option at a price of $25x per share. 
Because the sale constitutes a disqualifying 
disposition within the meaning of section 
421(b), A realizes ordinary income of 
$500x and a capital gain of $1,000x in the 
taxable year 1972. The $500x of ordinary 
income so realized by A constitutes earned 
income. 





Example (11). On November 30, 1972, 
Corporation M grants to A, an employee, 
a nonqualified stock option to which sec- 
tion 421 does not apply and which has no 
readily ascertainable fair market value on 
that date. The option may, by its terms, be 
exercised by A at any time during, or fol- 
lowing termination of, his employment. On 
March 30, 1974, A, while still employed by 
M, exercises his option and realizes com- 
pensation income at that time. Such com- 
pensation does not constitute earned in- 
come because the option is exercisable 
within a period that may extend beyond 
three months after A’s termination of em- 
ployment (other than by reason of death). 
See paragraph (b) (3) (iii)(B) of this 
section. Had A exercised his option at 
any time prior to January 1, 1974, the 
compensation realized by him by reason 
of such exercise would have constituted 
earned income. 


Example (12). On November 30, 1972, 
Corporation N grants to B, an employee, 
a nonqualified stock option to which sec- 
tion 421 does not apply and which has no 
readily ascertainable fair market value on 
that date. The option may by its terms, 
be exercised only within the period during 
which B is employed by N or within three 
months thereafter. On March 30, 1974, B 
exercises his option and realizes com- 
pensation at that time. Such compensation 
so realized by B constitutes earned income. 
See paragraph (b)(3)(iii)(B) of this 
section. 

Example (13). On May 9, 1973, and 
in connection with the performance of 
services by E, an employee, Corporation X 
transfers to E 100 shares of X stock. Under 
the terms of the transfer, E is subject to a 
binding commitment to return the stock 
to X if E leaves X’s employment for any 
reason prior to the expiration of a 3-year 
period beginning on the date of transfer. 
Since E must perform substantial services 
for X before he may keep the X stock, 
E’s rights in the stock are subject to a 
substantial risk of forfeiture under section 
83(c)(1). Consequently, if such restric- 
tion lapses on May 9, 1976, the compensa- 
tion realized at such time constitutes 
earned income. Had E elected to include 
an amount in his gross income in 1973 
pursuant to section 83(b) and the regu- 
lations thereunder, the amount so _in- 
cluded would also have constituted earned 
income. 


Example (14). On October 1, 1971, A, 
an author, and Corporation M, a pub- 
lisher, executed an agreement under which 
A granted to M the exclusive right to 
print, publish, and sell a book he had 
written. The agreement provides that M 
will pay to A specified royalties based on 
the actual cash received from the sale of 
the published work, render semiannual 
statements of the sales, and at the time of 
rendering each statement make settlement 
for the amount due. On the same day, 
another agreement was signed by A and 
M, mutually agreeing that, in considera- 
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tion of, and notwithstanding, any contrary 
provisions contained in the first contract, 
M shall not pay A more than $100x in 
any one calendar year. Under this supple- 
mental contract, sums in excess of $100x 
accruing in any one calendar year are to 
be carried over by M into succeeding years. 
For the calendar year 1971, royalties pay- 
able to A under the basic agreement 
amount to $100x and this sum is paid 
to A. For the calendar year 1972, royalties 
of $120x are payable to A under the basic 
agreement, but by reason of the supple- 
mental agreement, only $100x of this sum 
is actually paid to A. For each of the 
calendar years 1973 and 1974, royalties of 
$100x are payable to A under the basic 
agreement, and this sum is paid to A. For 
the calendar year 1975, royalties of $80x 
are payable to A under the basic agree- 
ment, and this sum, plus $20x carried 
over from 1972, or $100x, is paid to A. 
The $100x paid to A in each of the years 
1971, 1972, 1973, and 1974, and $80x of 
the $100x paid to A in 1975 constitute 
earned income. The additional $20x carried 
over from 1972 and paid to A in 1975 con- 
stitutes deferred compensation under this 
paragraph (b) because it was paid to A 
later than the end of the year following 
the year (i.e., 1972) in which A’s right to 
receive the amount was not subject to a 
substantial risk of forfeiture. 

Example (15). Corporation M is the 
producer and owner of a feature length 
motion picture which is distributed to 
exhibitors by Corporation N pursuant to a 
distribution agreement between M and N 
providing for current payments to M of 
a given percentage of the current net 
profits derived by N from the exhibition 
and exploitation of the picture. A was 
employed by M as the leading actor in the 
picture for fixed compensation payable at 
the rate of $10x per week during the pro- 
duction period plus additional compensa- 
tion equal to a given percentage of the 
net profits derived from the exhibition 
and exploitation of the picture. A’s addi- 
tional compensation is payable at the time 
that M receives payments from N under 
the terms of the distribution agreement. 
The additional compensation paid to A 
does not constitute deferred compensation 
since it is attributable to and measured by 
current net profits derived from the use 
of property created in part by A’s efforts. 

Example (16). A, a boxer, entered into 
an agreement with M boxing club to fight 
a particular opponent on June 19, 1971. 
The agreement provided, in part, that for 
his performance A was to receive 16 
percent of the gross receipts derived from 
the match. Simultaneously, A and M ex- 
ecuted a separate agreement providing for 
payment of A’s share of the receipts from 
the match as follows: 25 percent thereof 
not later than August 15, 1971, and 25 
percent thereof during each of the years 
1972, 1973, and 1974 in equal semiannual 
installments. A’s share of the gross receipts 
derived from the match was $100x, of 
which 25 percent was paid to him in 1971 


and a total of $25x in each of the years 
1972, 1973, and 1974. Under the par- 
ticular facts and circumstances, A and 
M are not acting as partners or joint ven- 
turers. Thus, A is taxable upon his share 
of such gross receipts only in the years in 
which such share is actually paid to him 
under the terms of the separate agreement. 
The payments of $25x in each of the years 
1971 and 1972 constitute earned income. 
The payments of $25x in each of the years 
1973 and 1974 would not constitute earned 
income because they constitute deferred 
compensation received later than the end 
of the first taxable year (ie., 1972) fol- 
lowing the year in which A’s right to 
receive such amounts was not subject to 
a substantial risk of forfeiture. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved Dec. 14, 1976. 


Wrtt1aAM M. GoLpsTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on December 17, 1976; 8:45 a.m., and 
published in the issue of the Federal 
Register for December 20, 1976, 41 F.R. 
55336) 





Subchapter $.—Election of Certain Small 
Business Corporations as to Taxable Status 





Section 1371.—Definitions 


26 CFR 1.1371-1: Definition of small busi- 
ness corporation. 


Whether the 10 shareholder limitation 
of section 1371 of the Code will have been 
violated where the principal purpose of or- 
ganizing a business with three corporations 
having 10 shareholders each instead of one 
corporation having 30 shareholders was to 
ostensibly qualify as a small business cor- 
poration. See Rev. Rul. 77-220, this page. 





Section 1372.—Election by Small 
Business Corporation 
26 CFR 1.1372-1: Election by small busi- 
ness corporation. 
(Also Section 1371; 1.1371-1.) 

Small business corporation; 10 
shareholder limitation. A single 


Section 1372 


business operated by 30 individ- 
uals was transferred to three sepa- 
rate corporations for the principa! 
purpose of being able to make the 
election under section 1372(a) of 
the Code to be treated as small 
business corporations. The three 
corporations will be considered a 
single corporation with 30 share- 
holders solely for purposes of mak- 
ing the section 1372(b) election, 
and any election made will not be 
valid. 


Rev. Rul. 77-220 


Advice has been requested whether 
elections under section 1372(a) of 
the Internal Revenue Code of 1954 by 
the corporations described below to be 
treated as small business corporations 
will not be valid because the 10 share- 
holder limitation of section 1371 will 
have been violated. 


Thirty unrelated individuals com- 
bined their capital and skills and en- 
tered into the joint operation of a 
single business. In order to take ad- 
vantage of the income tax benefits of 
operating as small business corpora- 
tions under section 1371 of the Code, 
the individuals divided into three 
groups, each consisting of ten individu- 
als. Each group organized a separate 
corporation and the same amount of 
capital was contributed to each cor- 
poration in exchange for its stock. The 
three corporations, in turn, organized 
a partnership for the joint operation of 
the business. The corporations other- 
wise meet the definition of small busi- 
ness corporations as defined in section 


1371. 


The principal purpose of the thirty 
individuals for organizing three sepa- 
rate corporations to become partners 
in a single business, instead of orga- 
nizing one corporation for that pur- 
pose, was to avoid the tax liability that 
would occur if they operated as one 
corporation, since if the business was 
operated by one corporation it would 
have more than ten shareholders and 
thus would not qualify as a small 
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Section 1372 


business corporation under section 
1371 of the Code. 

Section 1371(a) of the Code pro- 
vides, in part, that for purposes of 
subchapters S (election of certain small 
business corporations as to taxable 
status), the term “small business cor- 
poration” means a domestic corpora- 
tion that is not a member of an affili- 
ated group (as defined in section 
1504) and that, with certain excep- 
tions not pertinent here, does not have 
more than 10 shareholders, that does 
not have as a shareholder a person 
(other than an estate or certain trusts) 
who is not an individual, that does 
not have a nonresident alien as a 
shareholder, and that does not have 
more than one class of stock. 


Under section 1372(a) of the Code 
any small business corporation may 
elect not to be subject to income tax 
under chapter I, 


In Gregory v. Helvering, 293 US. 
465, XIV-I C.B. 193 (1935), it was 
contended on behalf of the taxpayer 
that since every element required by 
the statute involved was to be found 
in what was done, the tax result sought 
by the taxpayer had been effected, and 
that the motive of the taxpayer there- 
by to escape payment of a tax would 
not alter the result or make unlawful 
what the statute allowed. The Supreme 
Court of the United States pointed 
out that the whole undertaking, though 
conducted according to the terms of 
the statute, was in fact an elaborate 
and devious form of conveyance con- 
summated solely for the purpose of 
tax avoidance. Accordingly, the Court 
ruled adversely to the taxpayer. 


In Higgins v. Smith, 308 U.S. 473, 
1940-1 C.B. 127, the Supreme Court 
of the United States stated that the 
United States Government may look 
at actualities in tax cases and, upon de- 
termination that the form employed 
for doing business or carrying out the 
challenged tax event is unreal or a 
sham, may sustain or disregard the 
effect of the fiction as best serves the 
purposes of the tax statute. To hold 
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otherwise would permit schemes of tax- 
payers to supersede legislation in the 
determination of the time and man- 
ner of taxation. 

Accordingly, in the instant case, 
since organizing three separate cor- 
porations instead of one corporation 
was for the principal purpose of being 
able to make the election under sec- 
tion 1372(a) of the Code, solely for 
the purpose of making such election 
the three corporations will be consid- 
ered to be a single corporation. As a 
single corporation there will be 30 
shareholders and, therefore, any elec- 
tions made by them will not be valid 
because the 10 shareholder limitation 
of section 1371 will be considered to 
have been violated. 


26 CFR 1.1372-5: Election after termina- 
tion. 

Small business corporation; suc- 
cessor corporation. A corporation 
that purchased all the stock of an 
electing small business corpora- 
tion, whose shareholders were not 
related to the shareholders of the 
purchasing corporation, and that 
liquidated it and acquired its as- 
sets, is not a successor corporation 
within the meaning of section 1372 
(f) of the Code. The purchasing 
corporation may qualify as a small 
business corporation under section 
1371(a). 


Rev. Rul. 77-155 


Advice has been requested whether, 
under the circumstances described be- 
low, a “small business corporation” 
will be considered a “successor cor- 
poration” within the meaning of sec- 
tion 1372(f) of the Internal Revenue 
Code of 1954. 

X, a corporation, was organized on 
January 2, 1971. X met the definition 
of a small business corporation under 
section 1371(a) of the Code and 
elected under section 1372(a), not to 
be subject to Federal income taxes. X 
thereby became an “electing small 





business corporation” within the 
meaning of section 1371(b). X’s elec- 
tion was terminated in 1973, when 
all of its outstanding stock was pur- 
chased for cash by corporation Y, the 
shareholders of which were neither 
directly nor indirectly related to the 
shareholders of X prior to the acqui- 
sition. On January 5, 1976, X was 
liquidated and all of its assets were 
transferred to Y. 

Section 1371(a) of the Code pro- 
vides, in part, that for purposes of 
subchapter S (election of certain 
small business corporations as to tax- 
able status), the term “small business 
corporation” means a domestic cor- 
poration that is not a member of an 
affiliated group (as defined in section 
1504) and that, with certain excep- 
tions not pertinent here, does not have 
more than 10 shareholders, that does 
not have as a shareholder a person 
(other than an estate or certain 
trusts) who is not an individual, that 
does not have a nonresident alien as 
a shareholder, and that does not have 
more than one class of stock. 


Under section 1372(a) of the Code, 
except as provided in section 1372(f), 
any small business corporation may 
elect, in accordance with the provi- 
sions of section 1372, not to be sub- 
ject to Federal income taxes. 


Section 1372(f) of the Code pro- 
vides, in part, that if a small business 
corporation has made an election 
under section 1372(a) and if such 
election has been terminated or re- 
voked, such corporation (and any 
successor corporation) shall not be 
eligible to make an election under 
section 1372(a) for any taxable year 
prior to its fifth taxable year that be- 
gins after the first taxable year for 
which such termination or revocation 
is effective. 


Section 1.1372-5(b) of the Income 
Tax Regulations provides that the 
term “successor corporation” as used 
in section 1372(f) means any cor- 
poration—(1) 50 percent or more of 
the stock of which is owned, directly 
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or indirectly, by the same persons 
who, at any time during the first tax- 
able year for which such termination 
was effective, owned 50 percent or 
more of the stock of the small business 
corporation with respect to which the 
election was terminated, and (2) (i) 
that acquires a substantial portion of 
the assets of such small business cor- 
poration, or (ii) a substantial por- 
tion of the assets of which were assets 
of such small business corporation. 

Thus, under section 1.1372-5(b) of 
the regulations, a corporation that 
acquires the assets of its 50 percent or 
more owned subsidiary will be con- 
sidered a successor corporation only 
if the shareholders who own 50 per- 
cent or more of its stock, directly or 
indirectly, are the same persons who, 
at any time during the first taxable 
year for which the termination was 
effective, have direct (as opposed to 
indirect) ownership of 50 percent or 
more of the stock of the small business 
corporation with respect to which the 
election under section 1372(a) of the 
Code was terminated. 

Accordingly, in the instant case, 
since the present shareholders of Y 
at no time during the first taxable 
year for which X’s election as a small 
business corporation was terminated 
had direct ownership of X’s stock, Y 
is not considered a successor corpora- 
tion under section 1372(f) of the 
Code. Therefore, for 1976, Y may 
elect under section 1372 not to be 
subject to Federal income taxes, pro- 
vided that Y would otherwise qualify 
as a small business corporation under 
section 1371(a) and makes a timely 
election. 





Chapter 2.—Tax on Self-Employment Income 





Section 1402.—Definitions 


Whether services performed by the crew 
members of a fishing boat are a trade or 
business. See Rev. Rul. 77-102, page 299. 


26 CFR 1.1402(a)-1: Definition of net 
earnings from self-employment. 

(Also Sections 165, 471; 1.165-1, 1.165-7, 
1,165-11, 1.471-2.) 


Disaster area loss to inventory; 
amended prior year return. A self- 
employed taxpayer who sustains a 
casualty loss to inventory in a dis- 
aster area may elect, under section 
165(h) of the Code, to deduct the 
loss for the preceeding taxable year 
and, if the election is made, must 
adjust the opening inventory for the 
year in which the loss occurred 
and must consider the loss in the 
computation of net earnings from 
self-employment for the preceding 
year. 


Rev. Rul. 77-94 


Advice has been requested whether, 
under the circumstances described be- 
low, a self-employed individual may 
elect to deduct on the individual’s 
Federal income tax return, for the year 
immediately preceding the year in 
which a natural disaster occurs, the 
losses to inventory occasioned by the 
disaster, for purposes of the Self-Em- 
ployment Contributions Act of 1954 
(chapter 2, subtitle A, Internal Reve- 
nue Code of 1954). 

The taxpayer, a self-employed in- 
dividual, incurred a casualty loss to 
inventory in 1975 as a result of a 
natural disaster. The area in which 
the business was operated was sub- 
sequently determined by the President 
of the United States to warrant assist- 
ance under the Disaster Relief Act of 
1974 (Pub. L. No. 93-288, 1974-2 
C.B. 414). The taxpayer proposed to 
file an amended income tax return 
for 1974 and elect, pursuant to sec- 
tion 165(h) of the Code, to take the 
loss against 1974 income, in order to 
reduce net earnings from self-employ- 
ment. 


Section 1402(a) of the Self-Em- 
ployment Contributions Act provides 
that the term “net earnings from self- 
employment” means that gross in- 
come derived by an individual from 
any trade or business that the indi- 
vidual carries on, less the allowable 
deductions that are attributable to 
such trade or business. 


Section 1402 


Section 1.1402(a)-2 of the Income 
Tax Regulations states that the gross 
income and deductions of an indi- 
vidual attributable to a trade or busi- 
ness, for the purpose of ascertaining 
the individual’s net earnings from 
self-employment, are to be determined 
by reference to the provisions of law 
and regulations applicable with re- 
spect to the taxes imposed by sections 
1 and 3 of the Code (individual in- 
come taxes). 


Section 165(a) of the Code pro- 
vides for the allowance of a deduc- 
tion for any losses sustained during 
the taxable year which are not com- 
pensated for by insurance or other- 
wise. In the case of an individual, 
section 165(c) limits the deduction 
provided for in section 165(a) to 
losses incurred in a trade or business, 
and other losses not relevant here. 


Section 165(h) of the Code pro- 
vides that, notwithstanding the pro- 
visions of section 165(a), any loss 
attributable to a disaster occurring in 
an area subsequently determined by 
the President of the United States to 
warrant assistance by the Federal Gov- 
ernment under the Disaster Relief Act 
of 1974 may, at the election of the 
taxpayer, be deducted for the tax- 
able year immediately preceding the 
taxable year in which the disaster oc- 
curred. 


Section 1.165-11(b) (3) of the regu- 
lations provides that the election pro- 
vided by section 165(h) of the Code 
applies only to a loss arising from fire, 
storm, shipwreck, or other casualty, 
and otherwise allowable as a deduc- 
tion for the year in which the loss 
occurred under section 165(a) and 
those provisions of sections 1.165-1 
through 1.165-10 of the regulations 
which are applicable to casualty losses. 
Section 1.165-7(a) (4) of the regula- 
tions provides that section 165 does 
not apply to a casualty loss reflected 
in the inventories of the taxpayer. 
However, section 1.165-7(a) (4) de- 
nies a deduction under section 165 for 
a casualty loss to inventory only where 








Section 1402 


the taxpayer would receive a double 
benefit by both deducting the loss 
under section 165 and reflecting the 
loss as an increase in the cost of goods 
sold. 

Accordingly, the taxpayer may elect 
to deduct the casualty loss to inven- 
tory under section 165(h) of the Code 
on the Federal income tax return for 
the preceding year. However, in elect- 
ing to take the loss under section 165 
(h), the taxpayer must adjust the 
opening inventory for the year in 
which the loss occurred so that the 
loss will not be reflected again in in- 
ventories, giving the taxpayer a double 
benefit. See Rev. Rul. 55-138, 1955-1 
C.B. 223; Lang Broom Co., 9 BTA 
39 (1927), acq., VII-1 C.B. 18. Fur- 
ther, if an election is made under sec- 
tion 165(h) the loss must be taken 
into consideration in the computation 
of “net earnings from self-employ- 
ment” for the preceding year for pur- 
poses of section 1402(a) of the Self- 
Employment Contributions Act. 


26 CFR 1.1402(e)-2A: Ministers, members 
of religious orders and Christian Science 
practitioners; application for exemption 
from self-employment tax. 

Exemption; minister; time for fil- 
ing application. A minister who in 
1973 and 1974 had net earnings 
from self-employment of $400 or 
more, some of which was from the 
performance of ministerial serv- 
ices, and during 1976 filed Form 
4361 applying for exemption from 
the self-employment tax is not en- 
titled to the exemption under sec- 
tion 1402(e) of the Code. 


Rev. Rul, 77-87 


Advice has been requested whether, 
under the circumstances described be- 
low, a minister is entitled to exemp- 
tion from self-employment tax under 
section 1402(e) of the Self-Employ- 
ment Contributions Act of 1954 
(chapter 2, subtitle A, Internal Reve- 
nue Code of 1954). 

The minister had no earnings from 


self-employment before the year 1973. 
In both 1973 and 1974 the minister 
had net earnings from self-employ- 
ment of $400 or more, some of which 
was from the performance of minis- 
terial services. The minister filed in- 
come tax returns for those years before 
April 15, 1974 and April 15, 1975, 
respectively. During 1976, the min- 
ister filed a Form 4361, Application 
for exemption from Self-Employment 
Tax for Use by Ministers, Members of 
Religious Orders and Christian Sci- 
ence Practitioners. 


Section 1402(e) (1) of the Act pro- 
vides that ministers may file an ap- 
plication for exemption from self- 
employment tax (Form 4361) to- 
gether with a statement that either 
they are conscientiously opposed to, 
or because of religious principles are 
opposed to, the acceptance (with re- 
spect to services performed by them 
as ministers) of any public insurance 
that makes payments in the event of 
death, disability, old age, or retire- 
ment or makes payments toward the 
cost of, or provides services for, medi- 
cal care. The Form 4361 contains a 
similar statement. 


Section 1402(e)(2) provides that 
any such application must be filed by 
the later of (1) the due date of the 
return (including any extension there- 
of) for the second taxable year for 
which the minister has net earnings 
from self-employment of $400 or more, 
any part of which was from the per- 
formance of service in the exercise of 
the ministry or (2) the due date of 
the return (including any extension 
thereof) for the minister’s second tax- 
able year ending after 1967. 


The second taxable year for which 
the minister had net earnings from 
self-employment of $400 or more, at 
least part of which was from the per- 
formance of services in the exercise 
of the ministry, was 1974. Since the 
minister did not file a Form 4361 by 
April 15, 1975, the due date for the 
1974 income tax return, the minister 
is not entitled to exemption from self- 





employment tax under section 1402 
(e) of the Self-Employment Contri- 
butions Act of 1954. 


26 CFR 1.1402(h)-1: Members of certain 
religious groups opposed to insurance. 

Exemption; member of religious 
sect. A member of a religious sect 
opposed to acceptance of benefits 
of any private or public insurance 
who purchases a retirement annu- 
ity from an insurance company is 
not eligible for exemption from 
self-employment tax under section 
1402(g) of the Code. 


Rev. Rul. 77-88 


Advice has been requested whether 
the exemption from self-employment 
tax provided in section 1402(g) (1) of 
the Self-Employment Contributions 
Act of 1954 (chapter 2, subtitle A, 
Internal Revenue Code of 1954) is 
available under the circumstances de- 
scribed below. 

A is a self-employed individual and 
has applied for exemption from self- 
employment taxes as a member of a 
religious sect the tenets and teachings 
of which are opposed to the accept- 
ance of the benefits of any private or 
public insurance that makes payments 
in the event of death, disability, old 
age, or retirement, or makes payments 
toward the cost of medical care. 

A purchased an annuity from an 
insurance company that will provide 
periodic payments to A upon retire- 
ment and has asked whether this ac- 
tion will affect A’s eligibility for the 
exemption from self-employment tax 
under section 1402(g) (1) of the Act. 

Section 1402(g) (1) of the Act pro- 
vides that an individual may apply 
for exemption from self-employment 
tax if the individual is a member of a 
recognized religious sect and is an 
adherent of established tenets or teach- 
ings of the sect by reason of which 
the member is conscientiously opposed 
to acceptance of the benefits of any 
private or public insurance that makes 
payments in the event of death, dis- 

















ability, old age, or retirement, or 
makes payments toward the cost of, or 
provides services for, medical care. 

Rev. Rul. 68-188, 1968-1 C.B. 387, 
holds that in order to qualify for the 
exemption, a member of a religious 
sect must, by reason of its tenets or 
teachings, be conscientiously opposed 
to the acceptance of the benefits of 
any insurance, whether public or 
private. 

An annuity that makes periodic pay- 
ments upon retirement is a risk spread- 
ing device, the cost of which depends 
on the life expectancy of the intended 
recipient, who may receive more or 
less than the initial cost. The function 
of an annuity is to guarantee, or in- 
sure, the payment of a fixed amount 
per year for the remaining life of the 
recipient. 

Since A purchased the annuity 
from the insurance company and 
secured the benefits of insurance, A 
is not eligible for the exemption from 
self-employment tax under section 
1402(¢) (1) of the Self-Employment 
Contributions Act of 1954. ; 





Chapter 3.—Withholding of Tax on Nonresident 
liens and Foreign Corporations and Tax-Free 

Covenant Bonds 

Subchapter A.—Nonresident Aliens and Foreign 

Corporations 





Section 1441.—Withholding of 
Tax On Nonresident Aliens 


26 CFR 1.1441-1: Requirements for with- 
holding of tax on nonresident aliens, foreign 
partnerships, and foreign corporations. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Section 1442.—Withholding of 
Tax On Foreign Corporations 


26 CFR 1.1442-1: Withholding of tax on 


foreign corporations. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 


72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Chapter 6.—Consolidated Returns 
Subchapter A.—Returns and Payment of Tax 





Section 1501.—Privilege to File 
Consolidated Returns 


26 CFR 1.1501-1: Privilege to file consoli- 
dated returns. 
(Also Sections 
1.1504-1.) 


Consolidated returns; member of 
two groups in the same year. Filing 
requirements are set forth for a 
member of a consolidated return 
group that becomes an insurance 
company and leaves the group dur- 
ing the taxable year, elects to form 
a new group with its life insurance 
subsidiary, and subsequently liqui- 
dates the subsidiary in the same 
year. 


Rev. Rul. 77-210 


1502, 1504; 1.1502-76, 


Advice has been requested as to the 
proper filing requirements for Federal 
income tax purposes under the cir- 
cumstances described below. 


H, since its incorporation in 1970, 
has been an “includible corporation”, 
within the meaning of section 1504 
(b) of the Internal Revenue Code of 
1954, of an “affiliated group” as de- 
fined in section 1504(a) in which P 
is the common parent corporation. 
Since 1970 the P affiliated group has 
filed consolidated returns on a calen- 
dar year basis. L, a life insurance 
company as defined in section 801 (a), 
did not join in P’s consolidated Fed- 
eral income tax return as L is not an 
“includible corporation” in the P 
affiliated group pursuant to section 
1504(b). 

Since 1970 and until June 30, 1976 
the primary and predominant busi- 
ness of H has been the acquisition of 
100 percent stock and voting control 
in L and the holding of such shares 
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of stock in L. While H is licensed to 
transact life, health, and accident in- 
surance business in several jurisdic- 
tions, it did not actively conduct any 
insurance business prior to June 30, 


1976. 


Since July 1, 1976, H has been 
actively engaged in the conduct of an 
insurance business by reinsuring life, 
health, and accident insurance risks 
under assumption reinsurance treaties 
with various unrelated insurance 
companies. For the period July 1 to 
December 31, 1976, H qualified as a 
life insurance company as defined in 
section 801(a) of the Code. 

On November 30, 1976, H com- 
pletely liquidated L into itself pur- 
suant to a transaction described in 
section 332 of the Code. For the por- 
tion of H’s 1976 taxable year ended 
December 31, 1976, H elected to file 
a consolidated Federal income tax 
return with L that included L’s opera- 
tions from July 1 to November 30, 
1976, and L consented to such elec- 
tion. 


Section 1501 of the Code provides, 
in part, that an affiliated group of 
corporations has the privilege of mak- 
ing a consolidated return. The mak- 
ing of a consolidated return shall be 
upon the condition that all corpora- 
tions that at anytime during the tax- 
able year have been members of the 
affiliated group consent to all the con- 
solidated return regulations prior to 
the last day prescribed by law for 
the filing of such return. The making 
of a consolidated return shall be con- 
sidered as such consent. In the case 
of a corporation that is a member of 
the affiliated group for a fractional 
part of the year, the consolidated re- 
turn shall include the income of 
such corporation for such part of the 
year as it is a member of the affiliated 
group. 

Section 1504(a) of the Code pro- 
vides, in part, that the term “affiliated 
group” means one or more chains of 
includible corporations connected 
through stock ownership with a com- 


267 








Section 1501 


mon parent corporation that is an 
includible corporation, if certain stock 
requirements, not here pertinent, are 
met. 

Section 1504(b) of the Code de- 

fines an “includible corporation” as 
any corporation except, among others, 
insurance companies subject to taxa- 
tion under section 802 or 821. 
‘ Section 1504(c) of the Code pro- 
vides that despite the provisions of 
section 1504(b) with respect to insur- 
ance companies, two or more domestic 
insurance companies each of which is 
subject to taxation under the same 
section shall be considered as includi- 
ble corporations for the purpose of 
the application of section 1504(a) to 
such insurance companies alone. (Sec- 
tion 1504(c) of the Code, as amended 
by section 1507(a) of the Tax Re- 
form Act of 1976 for taxable years 
beginning after December 31, 1980 
provides, in part, that life insurance 
companies will be permitted to file 
consolidated returns with ordinary 
corporations. ) 


Section 1.1502-76(b) (1) of the In- 
come Tax Regulations provides, in 
part, that the consolidated return of 
a group must include the income of 
the common parent for that corpora- 
tion’s entire taxable year (excluding 
any portion of such taxable year for 
which its income is properly included 
in the consolidated return of another 
group), and the income of each sub- 
sidiary for the portion of such taxable 
year during which it was a member 
of the group. 


Section 1.1502-76(b)(2) of the 
regulations provides, in part, that if 
the consolidated return of a group 
properly includes the income of a cor- 
poration for only a portion of such 
corporation’s taxable year, then the 
income for the portion of such taxable 
year not included in the consolidated 
returns must be included in a sepa- 
rate return. 


Rev. Rul. 74-483, 1974-2 C.B. 285, 
holds that the liquidation of a mem- 
ber of an affiliated group prior to the 


end of the consolidated return year 
does not prevent the filing of a con- 
solidated Federal income tax return 
that would properly include the in- 
come of the parent corporation for the 
entire taxable year and income of the 
subsidiary for the portion of the tax- 
able year during which it was a mem- 
ber of the group. 

Accordingly, in the instant case: 

(1) H ceased to be an includible 
corporation in P’s affiliated group on 
the date immediately before H became 
a life insurance company on July 1, 
1976. P’s consolidated Federal income 
tax return for the taxable year ended 
December 31, 1976, must reflect H’s 
inclusion as an ordinary corporation 
for the period during such year that 
H was an includible corporation in 
P’s affiliated group. Section 1.1502- 
76(b) (1) of the regulations. 


(2) H qualified as a life insurance 
company from July 1, 1976, to De- 
cember 31, 1976. Since L qualified as 
a life insurance company on July 1, 
1976, and thereafter until L was 
liquidated into H on November 30, 
1976, H and L were an affiliated 
group. Section 1504(c) of the Code. 

(3) Since H and L were an affili- 
ated group from the time H became 
a life insurance company until L was 
liquidated into H pursuant to section 
332 of the Code, H_had the privilege 
of filing a consolidated Federal in- 
come tax return for that portion of 
H’s taxable year in which H was a life 
insurance company. Such return must 
reflect L’s income for the period L 
and H were an affiliated group and 
such consolidated filing privilege was 
not abrogated by L’s complete liquida- 
tion into H pursuant to section 332 
of the Code before the last day of H’s 
taxable year (December 31, 1976). 
Rev. Rul. 74-483. 


(4) L must file a separate Federal 
income tax return for that portion of 
its taxable year prior to becoming an 
includible corporation in H’s affiliated 
group, since H elected to file a con- 
solidated Federal income tax return 





for that portion of H’s 1976 taxable 
year in which H was taxable as a life 
insurance company and L had prop- 
erly consented to H’s election. Sec- 
tion 1.1502-76(b) (2) of the regula- 


tions. 





Section 1502.—Regulations 


26 CFR 1.1502-76: Taxable year of mem- 
bers of group. 


Taxable year of members of group where 
the taxpayer, upon leaving one consolidated 
group during the taxable year, immediately 
creates another consolidated group (as par- 
ent). See Rev. Rul. 77-210, page 267. 





Section 1504.—Definitions 
26 CFR 1.1504-1: Definitions. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 


26 CFR 1.1504-1: Definitions. 


Situation where a corporation leaves one 
consolidated group during the taxable year 
when it is no longer an includible corpora- 
tion, and immediately thereafter, creates 
another consolidated group (as parent). 
See Rev. Rul. 77-210, page 267. 





Subtitle B.—Estate and Gift Taxes 
Chapter 11.—Estate Tax 
Subchapter A.—Estates of Citizens or Residents 


Part Il.—Credits Against Tax 





Section 2013.—Credit for Tax on 
Prior Transfers 

26 CFR 20.2013-5: “Property” and “trans- 
fer” defined. 

Credits against tax; prior trans- 
fer; insured’s incidents of owner- 
ship. The credit for tax under sec- 
tion 2013(a) of the Code on prior 
transfers will not apply to a life in- 
surance policy on the decedent’s 
life that was included in the pre- 
deceased spouse’s residuary estate 
and bequeathed to the decedent 
spouse as trustee of the residuary 
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trust, for the benefit of their chil- 
dren, with powers sufficiently broad 
so as to be termed “incidents of 
ownership” within the meaning of 
section 2042. 


Rev. Rul. 77-156 


Advice has been requested whether, 
under the circumstances described be- 
low, the granting of incidents of own- 
ership in a life insurance policy is a 
transfer of property subject to the 
credit for tax on prior transfers under 
section 2013(a) of the Internal Reve- 
nue Code of 1954. 

In 1967, A purchased an insurance 
policy on A’s life. A’s spouse, B, was 
the named beneficiary. In 1972, A 
transferred complete ownership of the 
policy to B, who redesignated their 
children as beneficiaries. In 1974, B 
died and, in B’s will, A was named 
executor of B’s estate and trustee of a 
residuary trust established for the 
benefit of their children. The insur- 
ance policy on A’s life was included 
in B’s residuary estate, and the value 
of the policy was included in B’s Fed- 
eral gross estate. A Federal estate tax 
was paid with respect to B’s estate. 


A, as trustee, was granted absolute 
and unfettered discretion to distribute 
the current income from the trust to 
the beneficiaries or accumulate the 
income and add it to corpus. In addi- 
tion, A, as trustee, was empowered, in 
the management and investment of 
the trust property, to do any and all 
things that a natural person might 
legally do with such person’s own 
property, within the limits of fiduciary 
responsibility. Under the terms of the 
policy, the owner could elect to have 
the proceeds made payable according 
to various plans, change the designa- 
tion of beneficiaries, use the loan 
value to pay the premiums, borrow 
on the policy, assign or pledge the 
policy, and elect to receive the annual 
dividends. 


A died in 1976 and since A, as the 
insured-decedent, possessed incidents 
of ownership in the insurance policy 


in a fiduciary capacity, the full 
amount of the policy proceeds was 
included in A’s gross estate under 
section 2042 of the Code (see Rev. 
Rul. 76-261, 1976-2 C.B. 276. 

Section 2013(a) of the Code pro- 


vides, in part, as follows: 


General Rule. The tax imposed by sec- 
tion 2001 shall be credited with all or a 
part of the amount of the Federal estate 
tax paid with respect to the transfer of 
property (including property passing as a 
result of the exercise or non-exercise of a 
power of appointment) to the decedent by 
or from a person (herein designated as a 

“transferor”) who died within 10 years 
before, or within | 2 years after, the dece- 
dent’s death. * 


Section 2013(e) of the Code pro- 


vides: 


(e) Property Defined. For purposes of 
this section, the term “property” includes 
any beneficial interest in property, includ- 
ing a general power of appointment (as 
defined in section 2041). 


Section 20.2013-5(a) of the Estate 
Tax Regulations states that the term 


“property,” for purposes of section 
2013: 


* * * does not include an interest in prop- 
erty consisting merely of a bare legal title, 
such as that of a trustee. Nor does the term 
include a power of appointment over prop- 
erty which is not a general power of ap- 
pointment (as defined in section 2041). 
Examples of property, as described in this 
paragraph, are annuities, life estate, estates 
for terms of years, vested or contingent 
remainders and other future interests. 


At section 20.2013-5(b), the regu- 
lations provide: 


* * * The term “transfer” of property by 
or from a transferor means any passing of 
property or an interest in property under 
circumstances which were such that the 
property or interest was included in the 
gross estate of the transferor. * * * 


In general, section 2013 of the 
Code was enacted to prevent the 
imposition of successive Federal estate 
taxes on the same property within a 
brief period of time. However, there 
is no requirement that the transferred 
property be identified in the estate of 
the present decedent or that the prop- 
erty be in existence at the time of 
the decedent’s death. If the property 
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was included in the gross estate of the 
transferor and a Federal estate tax 
was paid thereon, the credit for tax 
on prior transfers may be applied to 
the interest receivable by the trans- 
feree, irrespective of whether the inter- 
est is includible in the transferee 
decedent’s Federal gross estate. See 
Rev. Rul. 59-9, 1959-1 C.B. 232, 
which holds that the allowance of the 
section 2013 credit for an inherited 
life estate is to be based on the life 
estate’s value in the estate of the 
transferor, without regard to the 
amount of income actually received 
by the transferee life tenant. See also 
Rev. Rul. 76-311, 1976-2 C.B. 261. 

Under Revenue Rulings 59-9 and 
76-311, the credit for taxes paid on a 
prior transfer of property applies even 
if the transferred property was not ac- 
tually doubly taxed. By the same 
token, the actual fact of double taxa- 
tion is not a sufficient basis for allow- 
ing a credit (under section 2013 or 
elsewhere) or a deduction (such as 
the marital deduction under section 
2056) if the property interest does not 
comply with the statutory require- 
ments. See Edward N. Opal, 54 T.C. 
154 (1970), aff'd 450 F. 2d 1085 (2d 
Cir. 1971). 


“Property” under section 2013 of 
the Code means any “beneficial inter- 
est” in property. The list of examples 
of beneficial interests contemplated by 
the Code is set out in section 20.2013- 
5(a) of the regulations. Specifically, 
that section provides that the term 
“property,” “* * * does not include an 
interest in property consisting merely 
of a bare legal title,such as that of a 
trustee.” 

In the instant case, the interest that 
A had in the insurance on A’s life was 
through A’s fiduciary capacity as 
trustee of B’s residuary trust. A’s pow- 
ers, as granted under B’s will, were 
sufficiently broad so as to be termed 
“incidents of ownership” within the 
meaning of section 2042 of the Code. 
However, A’s fiduciary powers over 
the insurance policy did not give A, 
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individually, a direct beneficial inter- 
est in the policy. 

Accordingly, with respect to the in- 
surance policy bequeathed in trust by 
B, the credit for tax on prior transfers 
under section 2013 of the Code is not 
applicable to the Federal estate tax 
payable in A’s estate. 





Part I11.—Gross Estate 





Section 2031.—Definition of 
Gross Estate 


26 CFR 20.2031-1: Definition of gross es- 
tate; valuation of property. 


Whether the value of property, for the 
purpose of the valuation of the gross estate 
under section 2032 of the Code, is the full 
fair market value on the applicable valua- 
tion date or the lesser amount for which 
the property was sold under the terms of 
the will. See Rev. Rul. 77-180, this page. 


26 CFR 20.2031-8: Valuation of certain 
life insurance and annuity contracts; valua- 
tion of shares in an open end investment 
company. 


In a simultaneous death-cross owned in- 
surance situation where the local law estab- 
lishes the presumption that the insured 
survived the beneficiary, the value of the 
proceeds to be included in the gross estate 
of each of the owners is the sum of the 
interpolated terminal reserve of the policy 
at the date of the insured decedent’s death 
and the proportionate part of the gross 
premium last paid before the date of the 
insured’s death which covers the period ex- 
tending beyond that date. See Rev. Rul. 
77-181, page 272. 


26 CFR 20.2031-10: Valuation of annuti- 
ties, life estates, terms for years, remain- 
ders, and reversions for estates of decedent’s 
dying after December 31, 1970. 


Whether the actuarial tables may be dis- 
regarded where the past income yield from 
the transferred property has been less than 
the 6 percent yield assumed in the regula- 
tions. See Rev. Rul. 77-195, page 295. 





Section 2032.—Alternate 

Valuation 

26 CFR 20.2032-1: Alternate valuation. 

(Also Section 2031; 20.2031-1.) 
Alternate valuation; property sold 

at price specified in will. An estate 

for which the alternate valuation 
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method provided by section 2032 
of the Code has been elected must 
include in the gross estate the 
value of property that is sold within 
six months after the decedent’s 
death at its fair market value on 
the date of sale, even though it was 
sold at a lesser price specified by 
the decedent's will. 


Rev. Rul. 77-180 


Advice has been requested as to the 
valuation of certain property for Fed- 
eral estate tax purposes where the 
decedent’s will directs the executor to 
sell the property to a specified benefi- 
ciary at a stated price and the executor 
of the estate elects the alternate meth- 
od of valuation provided by section 
2032 of the Internal Revenue Code of 
1954. 


The decedent died testate on Janu- 
ary 10, 1976. After directing the pay- 
ment of all debts, taxes and funeral 
expenses, the decedent’s will directs 
the executor to convey certain property 
to B for $10,000 if duly paid for with- 
in 3 months after the decedent’s date 
of death. The property in question had 
a fair market value of $50,000 at the 
decedent’s date of death. On April 10, 
1976 the property was distributed to 
B in return for the payment of $10,000. 
On that date the property had a fair 
market value of $45,000. The executor 
elected to value the property included 
in the gross estate as of the alternate 
valuation date pursuant to section 
2032 of the Code. 

The executor asserts that under sec- 
tion 2032 of the Code, the proper val- 
uation date is the date of distribution 
but that the value to be included in 
the gross estate is limited to $10,000 
because the executor was bound to sell 
the property after the decedent’s death 
at that price. 


Section 2033 of the Code provides 
that a decedent’s gross estate shall in- 
clude the value of all property to the 
extent of the decedent’s interest therein 
at the time of death. 


Section 20.2031-1(b) of the Estate 





Tax Regulations, referring to the valu- 
ation of property in general, provides 
in part that: 


The value of every item of property in- 
cludible in a decedent’s gross estate under 
sections 2031 through 2044 is its fair market 
value at the time of the decedent’s death, 
except that if the executor elects the alter- 
nate valuation method under section 2032, 
it is the fair market value thereof at the 
date, and with the adjustments, prescribed 
in that section. The fair market value is the 
price at which the property would change 
hands between a willing buyer and a willing 
seller, neither being under any compulsion 
to buy or to sell and both having reason- 
able knowledge of relevant facts. The fair 
market value of a particular item of prop- 
erty includible in the decedent’s gross estate 
is not to be determined by a forced sale 
price.*** 


Section 2032 of the Code provides, 
in part, that if the executor so elects 
in the return, the gross estate shall be 
valued as of the date 6 months after 
the decedent’s death, except that prop- 
erty included in the gross estate which, 
within 6 months after death, is dis- 
tributed, sold, exchanged, or otherwise 
disposed of shall be included at its 
value as of the time of such distribu- 
tion, sale, exchange, or other disposi- 
tion. 


Section 20.2031-1(c) (1) of the reg- 
ulations provides that the phrase “dis- 
tributed, sold, exchanged, or otherwise 
disposed of” comprehends all possible 
ways by which property ceases to form 
a part of the gross estate. 


Under section 2031 of the Code and 
the regulations, the gross estate in- 
cludes the value of all property to the 
extent of the decedent’s interest at the 
time of death. The basic purpose of 
the estate tax law is to tax the gra- 
tuitous transmission of property owned 
by the decedent at death, whether it is 
transferred by will or through an in- 
testacy law. Thus, where a decedent’s 
will directs the representative of the 
decedent’s estate to sell the decedent’s 
property to an individual for less than 
an adequate and full consideration in 
money or money’s worth, the option 
granted to the individual to purchase 
the property for less than its value is 
an indirect testamentary gift of prop- 
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erty to the individual in an amount 
equal to the difference between the 
fair market value of the property and 
the option price. The property subject 
to such testamentary option is includi- 
ble in the decedent’s gross estate at its 
full fair market value on the applicable 
valuation date. See Walter O. Critch- 
field, 32 T.C. 844 (1959), where the 
court held that even though an execu- 
tor was bound by a local probate court 
order to sell property to the decedent’s 
widow, pursuant to an Ohio statute, 
for an amount less than its fair market 
value on the date the property was 
purchased by the widow, the property 
was nonetheless includible in the de- 
cedent’s gross estate at its fair market 
value on the date of the sale, which 
was also held to be the applicable 
alternate valuation date. 

Accordingly, since in this case the 
executor elected the alternate valua- 
tion method under section 2032 of the 
Code and the property was sold to B 
on April 10, 1976, the includible value 
of the property is its fair market value 
on that date, or $45,000. 


26 CFR 20.2032-1: Alternate valuation. 


Alternate valuation; stock ex- 
changed for stock and warrants. 
The exchange of a decedent’s 
stock in a corporation for stock 
and warrants in another corpora- 
tion during the alternate valuation 
period constitutes an “exchange” 
within the meaning of section 
20.2032-1(c)(1) of the regulations 
and the stock given in the ex- 
change should be valued as of the 
exchange date. 


Rev. Rul. 77-221 


Advice has been requested whether, 
under the circumstances described be- 
low, an exchange of corporate stock is 
an exchange for estate tax alternate 
valuation purposes. 

At the date of death on January 
1, 1975, the decedent owned 5,000 
shares of X corporation stock. On 
April 1, 1975, prior to any disposition 


of the stock, X corporation merged 
with Y corporation. In exchange for 
the X corporation stock, the decedent’s 
estate received 200 shares of preferred 
stock and 400 warrants of Y corpora- 
tion. On a timely-filed federal estate 
tax return, the representative of the 
decedent’s estate elected to value the 
gross estate in accordance with the 
alternate valuation method provided 
by section 2032 of the Internal Reve- 
nue Code of 1954. 


The merger was a transaction de- 
scribed in section 368(a) (1) (A) of the 
Code. However, since warrants do not 
constitute stock or securities for pur- 
poses of section 354 they did not 
qualify for nonrecognition of gain or 
loss; the transaction was one in which 
gain was recognizable in accordance 
with the provisions of section 356. Cf., 
Commissioner v. Baan, 382 F. 2d 485, 
492 (9th Cir. 1967), aff'd sub nom. 
Commissioner v. Gordon, 391 U.S. 83 
(1968). 

Section 2032 of the Code provides 
that the representative of a decedent’s 
estate may elect to value property in- 
cludible in the gross estate as of the 
date six months after the decedent’s 
death if the property is not “distrib- 
uted, sold, exchanged, or otherwise dis- 
posed of” prior to that time. Where 
alternate valuation is elected, property 
that is distributed, sold, exchanged, or 
otherwise disposed of is valued as of 
the date of distribution, sale, exchange, 
or other disposition. 

Section 20.2032-1(c) of the Estate 
Tax Regulations provides that the 
phrase distributed, sold, exchanged, or 
otherwise disposed of comprehends all 
possible ways by which property ceases 
to form a part of the gross estate, it 
also provides that the term does not 
extend to transactions that are mere 
changes in form. Thus, an exchange of 
stock or securities in a corporation for 
stock or securities in another corpora- 
tion in a transaction described in sec- 
tion 368(a) of the Code with respect 
to which no gain or loss is recognizable 
for income tax purposes under section 
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354, would be considered a mere 
change in form, and would not con- 
stitute an “exchange” for purposes of 
section 2032. 

However, where the stock or securi- 
ties of one corporation are not ex- 
changed “solely” for the stock or 
securities of another, and, accordingly, 
the transaction is one where gain or 
loss is recognizable under section 354, 
it constitutes more than a mere change 
in form, and the transaction is, as a 
whole, an “exchange” for purposes 
of section 2032. 

In the present case, the exchange 
of X stock for Y stock and warrants 
was not an exchange solely for stock 
and securities, and was not subject to 
the nonrecognition provisions of sec- 
tion 354. Thus, it constitutes an “ex- 
change” within the meaning of sec- 
tion 20.2032-1(c)(1) of the regula- 
tions. 

Accordingly, the X stock should 
have been valued under the alternate 
valuation method as of April 1, 1975, 
the date on which it was given in 
“exchange” for the Y stock and war- 
rants. 





Section 2033.—Property In 
Which the Decedent Had an 
Interest 

26 CFR 20.2033-1: Property in which the 
decedent had an interest. 

(Also Section 2031; 20.2031-8) 

Life insurance; simultaneous 
deaths. The value of insurance to 
be included in the estates of two 
individuals, each of whom owned 
an insurance policy on the life of 
the other and both of whom died in 
circumstances in which each was 
considered to have been the survi- 
vor under the state’s Uniform Si- 
multaneous Death Act, is the inter- 
polated terminal reserve at the date 
of the insured decedent’s death 
plus the proportionate part of the 
gross premium last paid before the 
date of the insured’s death that 
covers the period extending beyond 
that date. 
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Rev. Rul. 77-181 


Advice has been requested whether 
the full value of certain life insurance 
policies is includible in the gross estates 
of the decedents under the circum- 
stances described below. If the full 
value of the insurance policies is not 
includible, advice has been further 
_ requested as to how they should be 
valued. 

A and B, residents of State Y, each 
owned insurance policies on the oth- 
er’s life with the proceeds payable to 
the owner or the owner’s estate. In 
1973, A and B were killed under cir- 
cumstances that led a court to decree 
that no order of death could be esti- 
mated, thus bringing into operation 
State Y’s Uniform Simultaneous Death 
Act in the administration of their 
property. The State Y statute provides 
the presumption that for purposes of 
life or accident insurance policy pro- 
ceeds, the insured will be presumed 
to have survived the beneficiary. Ac- 
cordingly, the proceeds of each policy 
were paid to the contingent benefi- 
ciary, which in each case was the 
estate of the owner. Thus, the pro- 
ceeds of life insurance on the life of A 
were paid to the estate of B, and the 
proceeds on the life of B were paid 
to the estate of A. 

Section 2033 of the Internal Rev- 
enue Code of 1954 provides that “The 
value of the gross estate shall include 
the value of all property to the extent 
of the interest therein of the decedent 
at the time of his death.” 


Section 20.2033-1(a) of the Estate 
Tax Regulations provides: 


In general. The gross estate of a decedent 
who was a citizen or resident of the United 
States at the time of his death includes 
under section 2033 the value of all prop- 
erty, whether real or personal, tangible or 
intangible, and wherever situated, benefi- 
cially owned by the decedent at the time of 
his death. * * * 


Section 20.2031-8(a) (2) of the Es- 
tate Tax Regulations provides: 


As valuation of an insurance policy 
through sale of comparable contracts is not 
readily ascertainable when, at the date of 
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the decedent’s death, the contract has been 
in force for some time and further premium 
payments are to be made, the value may 
be approximated by adding to the interpo- 
lated terminal reserve at the date of the 
decedent’s death the proportionate part of 
the gross premium last paid before the date 
of the decedent’s death which covers the 
period extending beyond that date. If, how- 
ever, because of the unusual nature of the 
contract such an approximation is not reas- 
onably close to the full value of the con- 
tract, this method may not be used. 


State law governs what the decedent 


owns for purposes of estate taxation. 


The Federal taxing statutes merely de- 
termine how that interest shall be 
taxed. Rogers v. Helvering, 320 US. 
410 (1943) ; Morgan v. Commissioner, 
309 U.S. 78 (1940). Federal estate tax 
liability attaches to the value of the 
property at the instant of the dece- 
dent’s death. United States v. Land, 
303 F. 2d 170 (5th Cir. 1962), cert. 
denied, 371 U.S. 862. At the moment 
of death in the instant case, both A 
and B possessed valuable ownership 
rights in the life insurance policies 
they owned, properly includible in 
their respective gross estates under sec- 
tion 2033 of the Code. Chown v. 
Commissioner, 428 F. 2d 1395 (9th 
Cir. 1970); Old Kent Bank & Trust 
Co. v. United States, 430 F. 2d 392 
(6th Cir. 1970) ; Meltzer v. Commis- 
stoner, 439 F. 2d 798 (4th Cir. 1971) ; 
Wien v. Commissioner, 441 F. 2d 32 
(5th Cir. 1971). Hence the instant 
problem is solely one of valuation. 


In Chown and the related cases 
cited above, which also involved the 
taxability of life insurance proceeds in 
a simultaneous death situation, the 
courts held that the full value of pol- 
icy proceeds was improperly included 
in the decedent-beneficiary’s gross 
estate. However, since in the instant 
case, the policy proceeds were in fact 
paid to each decedent-beneficiary’s 
estate as contingent beneficiary, where- 
as in Chown and the related cases the 
proceeds did not flow to the estate of 
the decedent-beneficiary but instead 
passed directly to the decedent’s chil- 
dren as secondary beneficiaries, the 
question arises whether the Federal 





estate tax is properly due and owing 
on the full value of the proceeds since 
A and B each had a transmittable in- 
terest in the insurance proceeds paid 
to their estates. 

To tax the decedent’s estate on the 
full value of the policy proceeds when 
at the moment of the decedent’s death 
the decedent, by law, retains only the 
ownership interest in a yet unmatured 
policy negates the effect of the simul- 
taneous death statutes, as well as the 
fundamental estate taxation concept, 
that estate tax liability attaches to the 
value of the property at the instant of 
the deceased’s death. The fact that the 
decedent-beneficiary’s estate has, sub- 
sequent to the decedent’s death, re- 
ceived the policy proceeds is without 
legal significance for estate tax pur- 
poses since estate tax liability is fixed 
as of the instant of death. 

Chown and the related cases have 
decided that in a simultaneous death 
situation only the interpolated termi- 
nal reserve value of a life insurance 
policy is to be included in the estate 
of the owner. As set forth in section 
20.2031-8(a)(2) of the regulations, 
the interpolated reserve value pro- 
vides a stable method of estimating the 
value of an ordinary life insurance 
policy. “To allow either the taxpayers’ 
or the government’s method to prevail 
would destroy this certainty and re- 
place it with fluctuating individual 
imponderables with which no court 
could cope and which the Supreme 
Court rejected in [Commissioner v. 
Noel, 380 U.S. 678 (1965) (1965-2 
C.B. 371)]? Wien v. Commissioner, 
441 F. 2d 32, 41 (1971). 


Accordingly, in a simultaneous death 
and cross-owned insurance situation 
where the local law establishes the 
presumption that the insured survived 
the beneficiary, the value of the pro- 
ceeds to be included in the gross estate 
of each of the owners is the sum of 
the interpolated terminal reserve of 
the policy at the date of the insured 
decedent’s death and the proportion- 
ate part of the gross premium last paid 
before the date of the insured’s death 
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which covers the period extending be- 
yond that date. 





Section 2036.—tTransfers With 
Retained Life Estate 


26 CFR 20.2036-1: Transfers with retained 
life estate. 

Transfer by trust; contingent 
power to appoint successor trustee. 
The value of assets in an irrevoca- 
ble inter vivos trust, under which 
the corporate trustee determines 
distributions of income among the 
grantor’s children, is not includible 
in the grantor decedent’s gross 
estate by reason of the grantor’s re- 
tention of a life power to appoint a 
successor corporate trustee if the 
original trustee resigned or was re- 
moved by judicial process. 


Rev. Rul. 77-182 


Five years prior to death, a dece- 
dent created an irrevocable trust that 
provided for trust income to be dis- 
tributed among the decedent’s children 
at such times and in such amounts as 
the corporate trustee deemed proper 
in its sole discretion. The trust will 
terminate at the death of the last sur- 
viving child and the corpus will be 
paid to certain named persons if living 
or to their estates if they are then 
deceased. Under the trust terms, the 
decedent held the power, for life, to 
appoint a successor corporate trustee 
if the original trustee resigned or was 
removed by judicial process. 

Held, the value of the trust assets at 
the date of death of the decedent is 
not includible in the decedent’s gross 
estate under section 2036 of the In- 
ternal Revenue Code of 1954 as prop- 
erty transferred by the decedent sub- 
ject to a retained power to designate 
the person or persons who shall enjoy 
the property or its income. The dece- 
dent’s power to appoint a successor 
corporate trustee in the event of resig- 
nation or removal of the original 
trustee did not amount to a power to 
remove the original trustee that, in 
effect, would have endowed the dece- 


dent with the trustee’s discretionary 
control over trust income. Cf. Rev. 


Rul. 73-21, 1973-1 C.B. 405. 


26 CFR 20.2036-1: Transfers with retained 
life estate. 

Timberland; conveyances of cut- 
ting rights and title to different per- 
sons. No part of the value of land 
is includible in the gross estate of 
a taxpayer who conveyed timber 
rights for five years to one person 
for cash and four unsecured prom- 
issory notes payable on the anni- 
versary dates of the sale, sold the 
land to another person a month 
later, and died with 23 months re- 
maining under the conveyance of 
timber rights with one note unpaid. 


Rev. Rul. 77-193 


Advice has been requested whether, 
under the circumstances described be- 
low, the value of certain real prop- 
erty is includible in a decedent’s gross 
estate under section 2036 of the In- 
ternal Revenue Code of 1954. 

In 1971, A, the owner in fee simple 
absolute of 1800 acres of land in 
State X, conveyed to B for a term of 
five years all of the merchantable 
timber on the land plus the right to 
enter the land for the purpose of cut- 
ting the trees and the right to erect 
mills for on-site processing of the 
felled timber. B paid A $40,000 in 
cash at the time of the conveyance 
and executed four unsecured promis- 
sory notes, each with a face value of 
$40,000, payable on the anniversary 
date of the sale in 1972, 1973, 1974 
and 1975. One month following the 
conveyance of the timber rights 
to B, A by warranty deed conveyed 
to C the fee simple title to the 1800 
acres subject to the prior conveyance 
to B. When A died in 1974, mcre than 
three years after these conveyances, 
23 months remained on B’s rights 
under the 1971 conveyance and one 
promissory note had not yet reached 
maturity. 


Section 2036 


Section 2036 of the Code provides: 


(a) General Rule—The value of the 
gross estate shall include the value of all 
property to the extent of any interest there- 
in of which the decedent has at any time 
made a transfer (except in case of a bona 
fide sale for an adequate and full consid- 
eration in money or money’s worth), by 
trust or otherwise, under which he has re- 
tained for his life or for any period not as- 
certainable without reference to his death 
or for any period which does not in fact 
end before his death— 


(1) the possession or enjoyment of, or 
the right to the income from, the property, 
or 


(2) the right, either alone or in conjunc- 
tion with any person, to designate the per- 
sons who shall possess or enjoy the prop- 
erty or the income therefrom. 


When A conveyed the timber rights 
to B for a five year term, A retained a 
reversion in the timber which would 
ripen into a possessory right upon the 
expiration of B’s five year term. When 
A conveyed the fee simple title to C, 
the reversion vested in C, leaving A 
with no interest or estate in the 1800 
acres of land. Therefore, at the time 
of death, A did not possess “the right, 
either alone or in conjunction with 
any person, to designate the persons 
who shall possess or enjoy the prop- 
erty or the income therefrom,” and 
the transferred property is not includ- 
ible in A’s gross estate under section 


2036(a) (2) of the Code. 


In addition, since B’s promise to 
pay for the timber rights is a personal 
obligation of B as transferee, the obli- 
gation is not chargeable to the trans- 
ferred property, and the payments are 
wholly independent of whether or not 
the transferred property produces in- 
come for the transferee. Thus, no part 
of the transferred property is includ- 
ible in the transferor’s gross estate 
under section 2036(a)(1) of the 
Code. See the following footnote in 
Fidelity-Philadelphia Trust Co. v. 
Smith, 356 U. S. 274, 280 (1958), 
1958-1 C.B. 557, 559: 


Where a decedent, not in contemplation 
of death, has transferred property to an- 
other in return for a promise to make peri- 
odic payments to the transferor for his life- 
time, it has been held that these payments 
are not income from the transferred prop- 
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Section 2036 


erty so as to include the property in the 
estate of the decedent. E.g., Estate of Sarah 
A. Bergan, 1 T.C. 543, Acq., 1943 Cum. 
Bull. 2; Security Trust & Savings Bank, 
Trustee, 11 B.T.A. 833; Seymour Johnson, 
10 B.T.A. 411; Hirsh v. United States, 
1929, 35 F. 2d 982, 68 Ct. Cl. 508; cf. 
Welch v. Hall, 1 Cir. 134 F. 2d 366. In 
these cases the promise is a personal obli- 
gation of the transferee, the obligation is 
usually not chargeable to the transferred 
property, and the size of the payments is 
not determined by the size of the actual 
‘income from the transferred property at the 
time the payments are made. 


Accordingly, it is held that section 
2036 of the Code does not apply to 
the transaction under which A con- 
veyed timber rights to B for a term 
of years in exchange for a cash pay- 
ment and promissory notes, not all of 
which had reached maturity at the 
time of A’s death, and A subsequently 
conveyed all of his interest and estate 
in the land to C. 


26 CFR 20.2036-1: Transfers with retained 
life estate. 


Whether proceeds of insurance policy are 
includible in decedent’s gross estate under 
section 2036 of the Code in a situation 
involving simultaneous deaths of spouses. 
Also, whether gift of insurance proceeds 
is made in the same situation. Rev. Rul. 
77-48, page 292. 





Section 2039.—Annuities 
26 CFR 20.2039-1: Annuities. 


Survivorship annuity; Civil Serv- 
ice. An annuity receivable under 
the U.S. Civil Service Retirement 
Act by the surviving spouse of an 
employee who entered Government 
service in 1925 is receivable under 
a contract or agreement entered 
into after March 3, 1931, for pur- 
poses of section 2039(a) of the 
Code. 


Rev. Rul. 77-95 


Advice has been requested whether, 
under the circumstances described be- 
low, any amount is includible in the 
decedent’s gross estate under section 
2039(a) of the Internal Revenue Code 
of 1954 with respect to an annuity 
payable to the decedent’s surviving 
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spouse under the United States Civil 
Service Retirement System. 

The decedent entered into Federal 
Government service in 1925 and re- 
tired in 1965. The decedent died in 
1976, survived by a spouse who be- 
came entitled to receive an immediate 
annuity of $500 a month, the present 
value of which was $75,000. 

Section 2039(a) of the Code pro- 
vides: 

The gross estate shall include the value 
of an annuity or other payment receivable 
by any beneficiary by reason of surviving 
the decedent under any form of contract 
or agreement entered into after March 3, 
1931 (other than as insurance under poli- 
cies on the life of the decedent), if, under 
such contract or agreement, an annuity or 
other payment was payable to the dece- 
dent, or the decedent possessed the right 
to receive such annuity or payment, either 
alone or in conjunction with another for 
his life or for any period not ascertainable 
without reference to his death or for any 
period which does not in fact end before 
his death. 

Section 20.2039-1(b) of the Estate 
Tax Regulations defines the term 
“contract or agreement” to include 
any arrangement, understanding or 
plan, or any combination of arrange- 
ments, understandings or plans aris- 
ing by reason of the decedent’s em- 
ployment. 

The specific question presented in 
the instant case is whether, in view 
of the fact that the decedent entered 
into Federal Government service in 
1925, the surviving spouse’s annuity 
is receivable under “any form of con- 
tract or agreement entered into after 
March 3, 1931.” 

Under the Civil Service Retirement 
Act applicable to the retiree in this 
case, a married Civil Service retiree 
receives a reduced annuity in order 
to provide his/her spouse with sur- 
vivorship benefits unless the retiree 
expressly elects upon retirement a full 
annuity without survivorship bene- 
fits. Once the retiree makes a binding 
election, which occurs at the time the 
Civil Service Commission approves 
the retiring employee’s claim for an 
annuity, the retiree may not revoke 
or change the election or name 





another survivor. Survivorship bene- 
fits were first incorporated in the Civil 
Service Retirement Act by an amend- 
ment dated August 4, 1939, which 
became effective January 1, 1940. 
Thus, a “contract or agreement” by 
which the surviving spouse receives 
the annuity that arose by reason of the 
decedent’s employment could not have 
been entered into prior to that Janu- 
ary 1, 1940 date. See Estate of Henry 
C. Beal, 47 T.C. 269 (1966), acq., 
1967-2 C.B. 1. 

In view of the foregoing, the an- 
nuity payable to the decedent’s sur- 
viving spouse is receivable under a 
contract or agreement entered into 
after March 3, 1931. Accordingly, ex- 
cept to the extent provided in section 
2039(c) of the Code (dealing with 
the exemption of annuities payable 
under “qualified plans”), the annuity 
payable to the surviving spouse is in- 
cludible in the value of the decedent’s 
gross estate under section 2039(a). 


26 CFR 20.2039-1: Annuities. 


Annuities; survivorship; benefits 
under two different employee plans. 
The benefits accruing to a decedent 
while an active employee under an 
employer’s sickness and accident 
income plan cannot be considered 
together with the benefits accruing 
under the same employer's survi- 
vor’s income benefit plan for pur- 
poses of determining the includi- 
bility of the value of the survivor’s 
benefits in the decedent’s gross 
estate under section 2039 of the 
Code. 


Rev. Rul. 77-183 


Advice has been requested whether 
benefits accruing under an employee’s 
sickness and accident income plan can 
be considered together with the bene- 
fits accruing under a survivor’s income 
plan for purposes of determining the 
includibility of the value of the sur- 
vivor’s benefits in the decedent’s gross 
estate under section 2039 of the In- 
ternal Revenue Code of 1954. 
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The decedent died while an active 
employee of the M Corporation. Upon 
decedent’s death, the decedent’s sur- 
viving spouse became entitled to re- 
ceive 2x dollars per month for ten 
years or until death or remarriage. 


At the time of decedent’s death, 
M Corporation maintained the fol- 
lowing plans for the benefit of its 
regular employees: (1) the M Cor- 
poration Sickness and Accident In- 
come Plan and (2) the M Corpora- 
tion Survivors Income Benefit Plan. 
Both plans are noncontributory and 
nonqualified. 


The Sickness and Accident Income 
Plan provides for a temporary con- 
tinuation of the employee’s regular 
salary for such period as the employee 
is absent from work on account of 
sickness or accident prior to normal 
retirement age. Payments are limited 
to a maximum of 52 weeks in a period 
of 24 consecutive months, after which 
time each case will be considered 
individually. Under the Survivors In- 
come Benefit Plan, certain eligible 
survivors become entitled, upon the 
employee’s death, to monthly pay- 
ments in an amount and for the 
period stipulated in the plan. The 
decedent had no right to designate the 
beneficiary to whom the payments will 
be made. At the time of death, the 
decedent was not receiving and had 
never received benefits under the 
Sickness and Accident Income Plan. 


A decedent’s gross estate includes 
under section 2039(a) and (b) of the 
Code the value of an annuity or other 
payment receivable by a beneficiary 
by reason of surviving the decedent 
under certain agreements or plans to 
the extent that the value of the an- 
nuity or other payment is attributable 
to contributions made by the dece- 
dent or the decedent’s employer. How- 
ever, for the value of the benefits re- 
ceivable by a beneficiary under a 
contract or agreement to be included 
in the decedent’s gross estate, there 
must have been payable to the de- 


cedent, under the same contract or 
agreement, an annuity or other pay- 
ment or the decedent must, have pos- 
sessed the right to receive the annuity 
or payment, either alone or in con- 
junction with another, for life or for 
any period not ascertainable without 
reference to the decedent’s death or 
for any period which does not in fact 
end before death. 


Section 20.2039-1(b)(1) of the 
Estate Tax Regulations with respect 
to plans to which section 2039(a) 
and (b) applies, states that the term 
“annuity or other payment” as used 
with respect to both the decedent and 
the beneficiary has reference to one 
or more payments extending over any 
period of time; the payments may 
be equal or unequal, conditional or 
unconditional, periodic or sporadic. 
Further, the term “contract or agree- 
ment” includes any arrangement, 
understanding or plan, or any com- 
bination of arrangements, understand- 
ings or plans arising by reason of the 
decedent’s employment. Section 20. 
2039-1(b) (2), Example (6) states 
that all rights and benefits accruing 
to an employee and to others by rea- 
son of the employment (except rights 
and benefits accruing under certain 
plans meeting the requirements of 
section 401(a) (see section 20.2039- 
2)) are considered together in deter- 
mining whether section 2039(a) and 
(b) applies. 


The value of the benefits payable 
to the survivor is not taxable under 
section 2039 of the Code unless “an 
annuity or other payment” was pay- 
able to the decedent, or the decedent 
possessed the right to such annuity 
under the same contract or agreement 
under which the survivor’s payments 
are due. Although the benefits accru- 
ing to the decedent need not be paid 
or payable in any particular manner, 
as pointed out in section 20.2039-1(b) 
(1) of the regulations, there is a limi- 
tation on the nature of the benefits 
to which the decedent is entitled that 
constitutes “an annuity or other pay- 


Section 2039 


ment.” In Firmin D. Fusz, 46 T.C. 
214 (1966), acqg., 1967-2 C.B. 2, the 
Tax Court rejected the contention 
that the requirement of payments to 
the decedent was satisfied by the salary 
decedent was receiving at the time 
of death and held that the phrase 
“other payment” in section 2039(a) 
of the Code does not include com- 
pensation that the decedent may be 
receiving but is “qualitatively limited 
to post-employment benefits” that are 
paid or payable to the decedent dur- 
ing his lifetime. Other courts have 
also adopted the position that salaries 
or other compensatory payments are 
not, in and of themselves, within the 
statutory comprehension of “other 
payment.” See Kramer v. United 
States, 406 F. 2d 1363 (Ct. Cl. 1969) ; 
Silberman v. United States, 333 F. 
Supp. 1120 (D.C. Pa. 1971); Eich- 
stedt v. United States, 354 F. Supp. 
484 (N.D. Cal. 1972). 


Where there are two nonqualified 
plans with the same employer, under 
one of which the employee is entitled 
to payments, and under the other of 
which payments are to be made to the 
surviving beneficiary, the two con- 
tracts will be read together as a single 
contract for purposes of section 2039 
(a) of the Code. The combining of 
the rights and benefits of different 
plans has been approved by the 
courts, specifically citing section 20. 
2039-1(b) of the regulations and Ex- 
ample (6) thereunder. Bahen uv. 
United States, 305 F. 2d 827 (Ct. Cl. 
1962) ; All v. McCobb, 321 F. 2d 633 
(2d Cir. 1963) ; Gray v. United States, 
410 F. 2d 1094 (3rd Cir. 1969). The 
rights and benefits of different plans 
that will be considered together, how- 
ever, are limited by the Fusz rationale 
to rights and benefits accruing to an 
employee other than rights to receive 
compensation for services actually 
rendered or to be rendered. 

In the instant case, the benefits 
payable under the Sickness and Ac- 
cident Income Plan are a continuation 
of wages or salary payments to an 
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Section 2036 


erty so as to include the property in the 
estate of the decedent. E.g., Estate of Sarah 
A. Bergan, 1 T.C. 543, Acq., 1943 Cum. 
Bull. 2; Security Trust @ Savings Bank, 
Trustee, 11 B.T.A. 833; Seymour Johnson, 
10 B.T.A. 411; Hirsh v. United States, 
1929, 35 F. 2d 982, 68 Ct. Cl. 508; cf. 
Welch v. Hall, 1 Cir. 134 F. 2d 366. In 
these cases the promise is a personal obli- 
gation of the transferee, the obligation is 
usually not chargeable to the transferred 
property, and the size of the payments is 
not determined by the size of the actual 
‘income from the transferred property at the 
time the payments are made. 


Accordingly, it is held that section 
2036 of the Code does not apply to 
the transaction under which A con- 
veyed timber rights to B for a term 
of years in exchange for a cash pay- 
ment and promissory notes, not all of 
which had reached maturity at the 
time of A’s death, and A subsequently 
conveyed all of his interest and estate 
in the land to C. 


26 CFR 20.2036-1: Transfers with retained 
life estate. 


Whether proceeds of insurance policy are 
includible in decedent’s gross estate under 
section 2036 of the Code in a situation 
involving simultaneous deaths of spouses. 
Also, whether gift of insurance proceeds 
is made in the same situation. Rev. Rul. 
77-48, page 292. 





Section 2039.—Annuities 
26 CFR 20.2039-1: Annuities. 


Survivorship annuity; Civil Serv- 
ice. An annuity receivable under 
the U.S. Civili Service Retirement 
Act by the surviving spouse of an 
employee who entered Government 
service in 1925 is receivable under 
a contract or agreement entered 
into after March 3, 1931, for pur- 
poses of section 2039(a) of the 
Code. 


Rev. Rul. 77-95 


Advice has been requested whether, 
under the circumstances described be- 
low, any amount is includible in the 
decedent’s gross estate under section 
2039(a) of the Internal Revenue Code 
of 1954 with respect to an annuity 
payable to the decedent’s surviving 
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spouse under the United States Civil 
Service Retirement System. 

The decedent entered into Federal 
Government service in 1925 and re- 
tired in 1965. The decedent died in 
1976, survived by a spouse who be- 
came entitled to receive an immediate 
annuity of $500 a month, the present 
value of which was $75,000. 

Section 2039(a) of the Code pro- 
vides: 


The gross estate shall include the value 
of an annuity or other payment receivable 
by any beneficiary by reason of surviving 
the decedent under any form of contract 
or agreement entered into after March 3, 
1931 (other than as insurance under poli- 
cies on the life of the decedent), if, under 
such contract or agreement, an annuity or 
other payment was payable to the dece- 
dent, or the decedent possessed the right 
to receive such annuity or payment, either 
alone or in conjunction with another for 
his life or for any period not ascertainable 
without reference to his death or for any 
period which does not in fact end before 
his death. 

Section 20.2039-1(b) of the Estate 
Tax Regulations defines the term 
“contract or agreement” to include 
any arrangement, understanding or 
plan, or any combination of arrange- 
ments, understandings or plans aris- 
ing by reason of the decedent’s em- 
ployment. 

The specific question presented in 
the instant case is whether, in view 
of the fact that the decedent entered 
into Federal Government service in 
1925, the surviving spouse’s annuity 
is receivable under “‘any form of con- 
tract or agreement entered into after 
March 3, 1931.” 

Under the Civil Service Retirement 
Act applicable ‘to the retiree in this 
case, a married Civil Service retiree 
receives a reduced annuity in order 
to provide his/her spouse with sur- 
vivorship benefits unless the retiree 
expressly elects upon retirement a full 
annuity without survivorship bene- 
fits. Once the retiree makes a binding 
election, which occurs at the time the 
Civil Service Commission approves 
the retiring employee’s claim for an 
annuity, the retiree may not revoke 
or change the election or name 





another survivor. Survivorship bene- 
fits were first incorporated in the Civil 
Service Retirement Act by an amend- 
ment dated August 4, 1939, which 
became effective January 1, 1940. 
Thus, a “contract or agreement” by 
which the surviving spouse receives 
the annuity that arose by reason of the 
decedent’s employment could not have 
been entered into prior to that Janu- 
ary 1, 1940 date. See Estate of Henry 
C. Beal, 47 T.C. 269 (1966), acq., 
1967-2 C.B. 1. 

In view of the foregoing, the an- 
nuity payable to the decedent’s sur- 
viving spouse is receivable under a 
contract or agreement entered into 
after March 3, 1931. Accordingly, ex- 
cept to the extent provided in section 
2039(c) of the Code (dealing with 
the exemption of annuities payable 
under “qualified plans”), the annuity 
payable to the surviving spouse is in- 
cludible in the value of the decedent’s 
gross estate under section 2039(a). 


26 CFR 20.2039-1: Annuities. 


Annuities; survivorship; benefits 
under two different employee plans. 
The benefits accruing to a decedent 
while an active employee under an 
employer’s sickness and accident 
income plan cannot be considered 
together with the benefits accruing 
under the same employer’s survi- 
vor’s income benefit plan for pur- 
poses of determining the includi- 
bility of the value of the survivor’s 
benefits in the decedent’s gross 
estate under section 2039 of the 
Code. 


Rev. Rul. 77-183 


Advice has been requested whether 
benefits accruing under an employee’s 
sickness and accident income plan can 
be considered together with the bene- 
fits accruing under a survivor’s income 
plan for purposes of determining the 
includibility of the value of the sur- 
vivor’s benefits in the decedent’s gross 
estate under section 2039 of the In- 
ternal Revenue Code of 1954. 
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The decedent died while an active 
employee of the M Corporation. Upon 
decedent’s death, the decedent’s sur- 
viving spouse became entitled to re- 
ceive 2x dollars per month for ten 
years or until death or remarriage. 


At the time of decedent’s death, 
M Corporation maintained the fol- 
lowing plans for the benefit of its 
regular employees: (1) the M Cor- 
poration Sickness and Accident In- 
come Plan and (2) the M Corpora- 
tion Survivors Income Benefit Plan. 
Both plans are noncontributory and 
nonqualified. 


The Sickness and Accident Income 
Plan provides for a temporary con- 
tinuation of the employee’s regular 
salary for such period as the employee 
is absent from work on account of 
sickness or accident prior to normal 
retirement age. Payments are limited 
to a maximum of 52 weeks in a period 
of 24 consecutive months, after which 
time each case will be considered 
individually. Under the Survivors In- 
come Benefit Plan, certain eligible 
survivors become entitled, upon the 
employee’s death, to monthly pay- 
ments in an amount and for the 
period stipulated in the plan. The 
decedent had no right to designate the 
beneficiary to whom the payments will 
be made. At the time of death, the 
decedent was not receiving and had 
never received benefits under the 
Sickness and Accident Income Plan. 


A decedent’s gross estate includes 
under section 2039(a) and (b) of the 
Code the value of an annuity or other 
payment receivable by a beneficiary 
by reason of surviving the decedent 
under certain agreements or plans to 
the extent that the value of the an- 
nuity or other payment is attributable 
to contributions made by the dece- 
dent or the decedent’s employer. How- 
ever, for the value of the benefits re- 
ceivable by a beneficiary under a 
contract or agreement to be included 
in the decedent’s gross estate, there 
must have been payable to the de- 


cedent, under the same contract or 
agreement, an annuity or other pay- 
ment or the decedent must, have pos- 
sessed the right to receive the annuity 
or payment, either alone or in con- 
junction with another, for life or for 
any period not ascertainable without 
reference to the decedent’s death or 
for any period which does not in fact 
end before death. 


Section 20.2039-1(b)(1) of the 
Estate Tax Regulations with respect 
to plans to which section 2039(a) 
and (b) applies, states that the term 
“annuity or other payment” as used 
with respect to both the decedent and 
the beneficiary has reference to one 
or more payments extending over any 
period of time; the payments may 
be equal or unequal, conditional or 
unconditional, periodic or sporadic. 
Further, the term “contract or agree- 
ment” includes any arrangement, 
understanding or plan, or any com- 
bination of arrangements, understand- 
ings or plans arising by reason of the 
decedent’s employment. Section 20. 
2039-1(b) (2), Example (6) states 
that all rights and benefits accruing 
to an employee and to others by rea- 
son of the employment (except rights 
and benefits accruing under certain 
plans meeting the requirements of 
section 401(a) (see section 20.2039- 
2)) are considered together in deter- 
mining whether section 2039(a) and 
(b) applies. 


The value of the benefits payable 
to the survivor is not taxable under 
section 2039 of the Code unless “an 
annuity or other payment” was pay- 
able to the decedent, or the decedent 
possessed the right to such annuity 
under the same contract or agreement 
under which the survivor's payments 
are due. Although the benefits accru- 
ing to the decedent need not be paid 
or payable in any particular manner, 
as pointed out in section 20.2039-1 (b) 
(1) of the regulations, there is a limi- 
tation on the nature of the benefits 
to which the decedent is entitled that 
constitutes “an annuity or other pay- 


Section 2039 


ment.” In Firmin D. Fusz, 46 T.C. 
214 (1966), acq., 1967-2 C.B. 2, the 
Tax Court rejected the contention 
that the requirement of payments to 
the decedent was satisfied by the salary 
decedent was receiving at the time 
of death and held that the phrase 
“other payment” in section 2039(a) 
of the Code does not include com- 
pensation that the decedent may be 
receiving but is “qualitatively limited 
to post-employment benefits” that are 
paid or payable to the decedent dur- 
ing his lifetime. Other courts have 
also adopted the position that salaries 
or other compensatory payments are 
not, in and of themselves, within the 
statutory comprehension of “other 
payment.” See Kramer v. United 
States, 406 F. 2d 1363 (Ct. Cl. 1969) ; 
Silberman v. United States, 333 F. 
Supp. 1120 (D.C. Pa. 1971); Eich- 
stedt v. United States, 354 F. Supp. 
484 (N.D. Cal. 1972). 


Where there are two nonqualified 
plans with the same employer, under 
one of which the employee is entitled 
to payments, and under the other of 
which payments are to be made to the 
surviving beneficiary, the two con- 
tracts will be read together as a single 
contract for purposes of section 2039 
(a) of the Code. The combining of 
the rights and benefits of different 
plans has been approved by the 
courts, specifically citing section 20. 
2039-1(b) of the regulations and Ex- 
ample (6) thereunder. Bahen v. 
United States, 305 F. 2d 827 (Ct. Cl. 
1962) ; All v. McCobb, 321 F. 2d 633 
(2d Cir. 1963) ; Gray v. United States, 
410 F. 2d 1094 (3rd Cir. 1969). The 
rights and benefits of different plans 
that will be considered together, how- 
ever, are limited by the Fusz rationale 
to rights and benefits accruing to an 
employee other than rights to receive 
compensation for services actually 
rendered or to be rendered. 

In the instant case, the benefits 
payable under the Sickness and Ac- 
cident Income Plan are a continuation 
of wages or salary payments to an 
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employee during a period of illness 
or other temporary incapacity for 
service, following which the employee 
is expected to return to duty. Thus, 
the benefits to which the decedent 
was entitled at the time of death under 
the Sickness and Accident Income 
Plan were in the nature of compensa- 
tion, not “an annuity or other pay- 
“ment” for the purposes of section 
2039(a) of the Code. 

In view of the foregoing, the two 
plans under which the decedent had 
accrued rights and benefits cannot be 
read together as a single contract or 
agreement, thereby satisfying all the 
requirements of section 2039(a) of 
the Code. Accordingly, the value of 
the survivor’s benefits is not includi- 
ble in the decedent’s gross estate. 


26 CFR 20.2039-2: Annuities under “quali- 
fied” plans and section 403(b) annuity 
contracts. 


Annuities; amounts. subject to 
withdrawal from profit-sharing plan. 
Employer contributions credited to 
the account of a decedent under 
a qualified employers’ profit-shar- 
ing plan that allows withdrawals by 
participants, subject to a 12-month 
suspension from plan participa- 
tion, of all employee contributions 
at any time and a limited amount 
of employer contributions after six 
years of service, were not construc- 
tively received by the participant 
while employed, and the value of 
the amount received as an annuity 
by the designated beneficiary that 
is attributable to the contributions 
of the employer is excludable from 
the gross estate under section 
2039(c) of the Code. 


Rev. Rul. 77-34 


Advice has been requested as to 
what portion of an amount credited 
to the account of the decedent under 
an employees’ profit-sharing plan and 
trust agreement is includible in the 
decedent’s gross estate for Federal 
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estate tax purposes under the circum- 
stances described below. 


The decedent, at the time of death 
in 1977, was an employee of the M 
company and a participant of its 
profit-sharing plan and trust that met 
the requirements of section 401(a) 
of the Internal Revenue Code of 1954. 


Under the provisions of the plan, 
an employee who has one year of 
service with M company is eligible 
to deposit up to five percent of regu- 
lar monthly earnings into either of 
two trust funds. One fund is invested 
in government securities, the other in 
company stock. The employer contrib- 
utes at least fifty cents for each dollar 
deposited in either fund by the em- 
ployee. After six years of service an 
employee’s right to company contri- 
butions becomes fully vested. The 
plan also provides that an employee 
may withdraw the employee’s entire 
interest in the funds at any time. If 
the withdrawal is before the employee 
has six years of service the employee 
gets back oniy that part resulting from 
the employee’s deposits. After six years 
of service, the employee also gets back 
that part resulting from company con- 
tributions, other than company con- 
tributions (and earnings thereon) 
made less than two years prior to the 
date of withdrawal. When such a 
withdrawal is made, the-employee in- 
curs a twelve-months’ suspension from 
participation under the plan, at the 
expiration of which the employee may 
reenter. During the period of sus- 
pension, no contributions are made 
by the company on behalf of such em- 
ployee. Upon retirement, death, or 
total and permanent disability, the 
employee’s entire interest, including 
company contributions, is payable to 
the employee or the employee’s 
beneficiary. 

The decedent, who had been a 
participant in the plan for twenty 
years died while still employed, having 
made no request for withdrawal. The 
entire amount credited to the de- 
cedent’s account was payable to the 


designated beneficiary in several pay- 
ments over a period of years. 

The specific question to be resolved 
is whether the decedent’s beneficiary 
received the decedent’s share of the 
plan under the terms of the plan, or 
from the decedent who constructively 
received the payments prior to death. 

Section 2033 of the Code and the 
regulations thereunder provide that 
the gross estate of a decedent includes 
the value of all property beneficially 
owned by the decedent at the time of 
death. 

Section 2039(a) of the Code pro- 
vides that a decedent’s gross estate 
includes the value of an annuity or 
other payment receivable by any 
beneficiary by reason of surviving the 
decedent, under certain contracts or 
agreements, to the extent that the 
value of the annuity or other payment 
is attributable to contributions made 
by the decedent or decedent’s em- 
ployer. 

However, section 2039(c) of the 
Code, as amended by the Tax Reform 
Act of 1976, provides in part: 


Notwithstanding the provisions of this 
section or of any provision of law, there 
shall be excluded from the gross estate the 
value of an annuity or other payment 
[other than a lump sum distribution] re- 
ceivable by any beneficiary (other than the 
executor) under— 

(1) An employees’ trust (or under a 
contract purchased by an employees’ trust) 
forming part of a pension, stock bonus, or 
profit-sharing plan which, at the time of 
the decedent’s separation from employment 
(whether by death or otherwise), or at the 
time of termination of the plan if earlier, 
met the requirements of section 401 (a). 


* % & 

Section 2039(c) further provides that, 
if the amounts payable after the death 
of the decedent are attributable to any 
extent to contributions made by the 
decedent, no exclusion is allowable for 
the proportionate value of such pay- 
ments. 

For the purposes of the income 
tax, Rev. Rul. 54-265, 1954-2 C.B. 
239, holds that the amount placed to 
an employee’s credit in a trust fund 
forming part of an employees’ profit- 
sharing plar. becomes available to the 
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employee at the time when the em- 
ployee first acquires an unrestricted 
right to withdraw such amount. Con- 
ditions upon such withdrawal that are 
without substance, however, are not 
deemed to prevent the participant’s 
interest from being made available. 
Thus, for the doctrine of constructive 
receipt to apply, there must be no 
substantial conditions or restrictions 
on the right to possession. See section 
1451-2 of the Income Tax Regula- 
tions; Rev. Rul. 55-423, 1955-1 C.B. 
41. 


Where, under an employees’ profit- 
sharing plan and trust, participants of 
a stated length of time are permitted to 
withdraw employer contributions to 
the trust, subject to the suspension of 
participation for a specified period 
during which no contributions are 
made by the employer on behalf of 
such employees, such suspension rep- 
resents a substantial restriction or limi- 
tation and the amounts that are per- 
mitted to be withdrawn are not made 
available to the employee within the 
purview of section 402(a) of the Code 
and the regulations thereunder. Rev. 


Rul. 58-230, 1958-1 C.B. 204 


As pointed out in Estate of Harold 
S. Brooks, 50 T.C. 585 (1968), acq., 
1969-1 C.B. 20, where the court had 
for decision the question whether any 
part of decedent’s interest in a profit- 
sharing trust was includible in the 
gross estate under section 2033 or sec- 
tion 2039(a) and (b) of the Code, 
or excludable under section 2039(c) : 


The doctrine of constructive receipt has 
been shaped largely by the courts, although 
it is now defined by the Income Tax Regu- 
lations. See sec. 1-451-2, Income Tax 
Regs. Its essence is that funds which are 
subject to a taxpayer’s unfettered com- 
mand and which he is free to enjoy at his 
option are constructively received by him 
whether he sees fit to enjoy them or not. 
Corliss v. Bowers, 281 U.S. 376 (1930); 
Ralph E. Wilson, 40 T.C. 543, 548 (1963). 
But constructive receipt does not occur 
where the taxpayer’s control of the funds 
is subject to substantial limitations or re- 
strictions not imposed by the taxpayer him- 
self. Avery v. Commissioner, 292 U.S. 210 
(1934) ; Commissioner v. Oates, 207 F. 2d 
711 (C.A. 7, 1953), affirming 18 T.C. 
pre (1952); * *'* 


Accordingly, following the rationale 
of Rev. Rul. 58-230 for Federal estate 
tax purposes, the decedent’s interest in 
the employee trust was not construc- 
tively received prior to death and the 
value of such interest is not includible 
in the gross estate under section 2033 
of the Code. The amount credited to 
decedent’s account was receivable in 
several payments over a period of years 
by the designated beneficiary under 
the terms of the qualified plan. There- 
fore, the proportionate value of the 
amount receivable that is attributable 
to the contributions of M company is 
excludable from the gross estate under 


section 2039(c). 


26 CFR 20.2039-2: Annuities under “qual- 
ified plans” and section 403(b) annuity 
contracts. 

Annuities; professional corpora- 
tion’s retirement plan. The value of 
a survivorship annuity receivable 
under the qualified retirement plan 
of a professional service corpora- 
tion by the spouse of a decedent 
who had been an employee and 
stockholder of the corporation is 
excludable from the decedent’s 
gross estate under section 2039(c) 
of the Code to the extent attributa- 
ble to employer contributions. 


Rev. Rul. 77-96 


Advice has been requested whether 
the benefits payable under the quali- 
fied retirement plan of a professional 
corporation are excludable from the 
value of a decedent’s gross estate under 
section 2039(c) of the Internal Reve- 
nue Code of 1954. 

The decedent’s professional medical 
practice was incorporated and oper- 
ated as a professional service corpora- 
tion under the professional corporation 
statute of State X and was recognized 
as such under Rev. Rul. 70-101, 1970- 
1 C.B. 278. The decedent and the de- 
cedent’s spouse, who was also a li- 
censed physician, owned all of the 
outstanding shares of the professional 
corporation. 
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The decedent was an employee of 
the corporation and at death in 1977 
was a participant in the corporation’s 
Employees’ Retirement Plan that 
qualified under section 401(a) of the 
Code at that time. The decedent’s 
total compensation, including contri- 
butions to the Plan, was reasonable in 
amount and did not constitute a dis- 
tribution of corporate earnings. Under 
the retirement plan, monthly payments 
of a fixed amount would be made to 
the decedent from the date of retire- 
ment until the decedent’s death. A 
certain amount would also be paid 
each month to the decedent’s surviv- 
ing spouse from the date of decedent’s 
death until the death of the spouse. 

Section 2039(a) and (b) of the 
Code provides that a decedent’s gross 
estate includes the value of an an- 
nuity or other payment receivable by 
any beneficiary by reason of surviving 
the decedent, under certain contracts 
or agreements, to the extent that the 
value of the annuity or other payment 
is attributable to contributions made 
by the decedent or decedent’s em- 
ployer. However, section 2039(c), as 
amended by the Tax Reform Act of 
1976, provides in part: 


Notwithstanding the provisions of this 
section or of any provision of law, there 
shall be excluded from the gross estate the 
value of an annuity or other payment 
[other than a lump sum distribution] re- 
ceivable by any beneficiary (other than the 
executor) under— 

(1) An employees’ trust (or under a 
contract purchased by an employees’ trust) 
forming part of a pension, stock bonus, or 
profit-sharing plan which, at the time of 
the decedent’s separation from employ- 
ment (whether by death or otherwise), or 
at the time of termination of the plan if 
earlier, met the requirements of section 
401(a). * * * 


Section 2039(c) further provides that, 
if the amounts payable after the death 
of the decedent are attributable to any 
extent to contributions made by the 
decedent, no exclusion is allowable 
for the proportionate value of such 
payments. 

Rev. Rul. 70-101, 1970-1 C.B. 278, 
holds that certain organizations of 
doctors, lawyers and other professional 
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people organized and operated as cor- 
porations under state professional as- 
sociations acts will be treated as cor- 
porations for tax purposes. The recog- 
nition of professional associations as 
corporations permits professionals, as 
employees of the corporation, to par- 
ticipate in qualified pension, profit- 
sharing, and stock bonus plans under 
section 401(a) of the Code. In addi- 
tion to the rights and benefits accruing 
under plans meeting the requirements 
of section 401(a), the professional, as 
an employee, is entitled to the section 
2039(c) exclusion with respect to 
survivorship benefits attributable to 
employer contributions. 

An organization formed and oper- 
ated under the professional corpora- 
tion statute of State XY and recognized 
as such under the cited Revenue Rul- 
ing is treated as a corporation for tax 
purposes under section 7701(a) (3) 
of the Code. 

Since, in the instant case, the de- 
cedent was an employee of a profes- 
sional service organization, formed and 
operated under a state statute and 
recognized by the Internal Revenue 
Service as a corporation, the value of 
the decedent’s surviving spouse’s an- 
nuity payments receivable under the 
qualified plan, which are attributable 
to contributions of the employer, is 
excludable from the value of the de- 
cedent’s gross estate under section 2039 


(c) of the Code. 


26 CFR 20.2039-2: Annuities under “quali- 
fied plans” and section 403(b) annuity 
contracts. 

Annuity; employer’s plan; sole 
shareholder-president. The interest 
of a corporation’s deceased presi- 
dent and sole shareholder under a 
qualified noncontributory pension 
plan that could be terminated by 
the corporation at any time was not 
constructively received prior to 
death and the exclusion allowable 
under section 2039(c) of the Code 
is applicable to the value of the an- 
nuity payable to the decedent’s 
spouse tinder the plan. 
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Rev. Rul. 77-139 


Advice has been requested whether, 
under the circumstances described 
below, the exclusion allowable under 
section 2039(c) of the Internal Reve- 
nue Code of 1954 applies to the dece- 
dent’s interest in a pension plan quali- 
fied under section 401(a) of the Code. 

The decedent at the time of death 
on January 2, 1977 was president and 
sole shareholder of X Corporation. 
The decedent was a participant in the 
corporation’s noncontributory pension 
plan and, pursuant to the provisions 
of the plan, the decedent’s spouse was 
designated beneficiary of a life annu- 
ity. The plan was qualified under sec- 
tion 401(a) of the Code and the r-- 
lated trust was exempt from Federal 
income tax under section 501/a). 

Under the terms of the plan, the 
corporation reserved the right to ter- 
minate the plan at any time. ‘The plan 
contains the provisions which satisfy 
the requirements of section 1.401-4(c) 
of the Income Tax Regulations relat- 
ing to the restrictions on the payment 
of benefits to individuals who are 
among the 25 highest paid employees 
of the employer. 

Under the laws of the state of in- 
corporation (and the bylaws of the 
corporation) a majority of a corpora- 
tion’s stockholders may cause a dissolu- 
tion of the corporation at any time, 
contrary to the wishes of the minority 
shareholders, so long as they act in 
good faith. 


Section 2033 of the Code and the 
regulations thereunder provide that 
the gross estate of a decedent includes 
the value of all property beneficially 
owned by the decedent at the time of 
death. 


Section 2039(a) and (b) of the 
Code provides that a decedent’s gross 
estate includes the value of an annuity 
or other payment receivable by any 
beneficiary by reason of surviving the 
decedent, under certain contracts or 
agreements, to the extent that the 
value of the annuity or other payment 
is attributable to contributions made 





by the decedent or decedent’s em- 
ployer. However, section 2039(c), as 
amended by the Tax Reform Act of 
1976, provides in part: 


Notwithstanding the provisions of this 
section or of any provision of law, there 
shall be excluded from the gross estate 
the valne of an annuity or other payment 
[other than a lump sum distribution] re- 
ceivable by any beneficiary (other than the 
executor) under— 

(1) An employees’ trust (or under a 

contract purchased by an employees’ trust) 
forming part of a pension, stock bonus, or 
profit-sharing plan which, at the time of 
the decedent’s separation from employ- 
ment (whether by death or otherwise), or 
at the time of termination of the plan if 
earlier, met the requirements of section 
401(a). * * * 
Section 2039(c) further provides that, 
if the amounts payable after the death 
of the decedent are attributable to any 
extent to contributions made by the 
decedent, no exclusion is allowable for 
the proportionate value of such pay- 
ments. 

The question presented is whether 
the decedent’s sole ownership of X 
Corporation gave the decedent the un- 
restricted right to receive the dece- 
dent’s. interest in a qualified pension 
plan necessary for application of the 
constructive receipt doctrine or 
whether the decedent’s beneficiary re- 
ceived such interest under the terms 
of the plan in satisfaction of the re- 
quirements of section 2039(c) of the 
Code. 

Section 20.2039-2(b), Example 4, 
of the Estate Tax Regulations indi- 
cates that if an employee is considered 
as having constructively received the 
amount credited to the employee’s ac- 
count under a qualified plan, such 
amount is not considered as veceivahle 
by the designated beneficiary under 
the plan and the exclusion under sec- 
tion 2039(c) of the Code is not appli- 
cable. See Northern Trust Co. v. 
United States, 389 F. 2d 731 (7th Cir. 
1968); First Trust Co. v. United 
States, 321 F. Supp. 1025 (D.C. Minn. 
1970) ; Estate of Harold S. Brooks, 50 
T.C. 585 (1968), acq., 1969-1 C.B. 
20; Rev. Rul. 67-37, 1967-1 C.B. 271. 

For purposes of the federal income 
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tax, an amount placed to an em- 
ployee’s credit in a trust forming part 
of a qualified employees’ profit-sharing 
plan becomes available to the em- 
ployee, and includible in the em- 
ployee’s gross income, at the time when 
the employee first acquires an unre- 
stricted right to withdraw such 
amount. Rev. Rul. 54-265, 1954-2 C.B. 
239. But if there is a substantial re- 
striction or limitation, under the terms 
of the qualified plan, on the em- 
ployee’s right to withdraw employer 
contributions to the trust, such as sus- 
pension of participation for a specified 
period during which no contributions 
are made by the employer on behalf 
of the employee, then the amounts 
which are permitted to be withdrawn 
are not made available to the em- 
ployee. Rev. Rul. 58-230, 1958-1 C.B. 
204. 

Rev. Rul. 77-34, page 276, this Bul- 
letin, holds that the rationale of Reve- 
nue Ruling 58-230 applies for pur- 
poses of the estate tax, as well as for 
the income tax. 


A qualified plan is required to be a’ 


permanent as distinguished from a 
temporary program. Section 1.401-1 
(b)(2) of the Income Tax Regula- 
tions. If a plan is abandoned without 
a valid reason, the Service would ret- 
roactively disqualify the plan as not 
being a permanent plan for the exclu- 
sive benefit of employees in general. 
See Rev. Rul. 69-24, 1969-1 C.B. 110. 
Furthermore, if an employer aban- 
dons a plan within a few years after 
its adoption for any cause other than 
business necessity, it is presumed that 
the employer did not intend the plan 
aS a permanent program from the be- 
ginning. In the absence of evidence 
rebutting this presumption, the plan 
would be revoked retroactively. Rev. 
Rul. 69-25, 1969-1 C.B. 113. 

If a qualified plan of a corporation 
with one shareholder, such as the de- 
cedent’s corporate plan, is terminated 
before the retirement or death of the 
participant shareholder, the corpora- 
tion must establish that abandonment 
of the plan is due to reasons which 


justify not having the plan’s qualifica- 
tion revoked retroactively. The risk of 
having the qualification of a plan, 
such as the one under consideration, 
revoked retroactively if such plan is 
terminated prematurely is substantial 
because the trustee must notify the 
District Director of the termination of 
the plan before making distribution of 
the assets of the trust. Rev. Rul. 69- 
252, 1969-1 C.B. 128. Section 6057 
(b) (3) of the Code, added by section 
1031(a) of the Employee Retirement 
Income Security Act of 1974, P.L. 93- 
406, and effective for plan years begin- 
ning after December 31, 1975, re- 
quires the plan administrator to notify 
the Secretary or the Secretary’s dele- 
gate of the termination of the plan. 
Thus, the de facto power of the dece- 
dent to terminate the plan was suffi- 
ciently restricted to prevent invocation 
of the doctrine of constructive receipt. 

In addition, mere stock ownership 
by a plan participant is insufficient to 
invoke the doctrine of constructive re- 
ceipt. First Trust Co. v. United States, 
321 F. Supp. 1025 (D.C. Minn. 
1970); Commerce Union Bank v. 
United States, 76-2 U.S.T.C. 8944 
(M.D. Tenn. 1976); see Byrum uv. 
United States, 408 U.S. 125 (1972), 
1972-2 C.B. 518. 


Accordingly, the interest of the de- 
cedent in X Corporation’s qualified 
pension plan was not constructively 
received prior to death and such inter- 
est is not includible in the decedent’s 
gross estate under section 2033 of the 
Code. The decedent’s interest in the 
plan is includible in the gross estate 
under section 2039(a) and, since the 
decedent’s interest was receivable by 
the beneficiary under the terms of the 
plan, the exclusionary provisions of 
section 2039(c) apply. 


26 CFR 20.2039-2: Annuities under “quali- 
fied plans” and section 403(b) annuity 
contracts. 

Gross estate; annuities; profit- 
sharing plan; trust benfieciary. The 
exclusion from a decedent’s gross 
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estate provided by section 2039(c) 
of the Code applies to benefits 
under a “qualified” profit sharing 
plan, contributions to which are 
made solely by the employer cor- 
poration, paid as designated by 
decedent’s will to a trustee who is 
empowered, but not required either 
by the will or the circumstances, to 
use trust funds to help pay the 
estate’s obligations, and paid in a 
state whose laws exempt such 
benefits from liability for estate 
expenses and debts to the same 
extent they would be exempt if 
paid to an individual beneficiary. 


Rev. Rul. 77-157 


Advice has been requested whether 
any amount is excluded from the gross 
estate of a decedent under section 
2039(c) of the Internal Revenue Code 
of 1954, in the circumstances de- 
scribed below. 


The decedent was a lifelong resident 
of State X and, at death, was em- 
ployed by a corporation that provided 
its employees with a “qualified” profit- 
sharing plan that met the requirements 
of section 401(a) of the Code. The 
employer corporation made all contri- 
butions to the profit-sharing plan. 
Under the terms of the plan, each em- 
ployee could designate a beneficiary to 
whom the amount held to the em- 
ployee’s credit would be paid in the 
event of the employee’s death before 
retirement. The decedent designated a 
trust company as the beneficiary of the 
benefits under the plan. The distribu- 
tion of the decedent’s benefits did not 
constitute a lump sum distribution de- 
scribed in section 402(e). 


The decedent’s will provided for the 
residue of the estate to be held by the 
above-mentioned trust company as 
trustee of a trust set forth in the will. 
Under the terms of the trust, the trust 
company is to manage the assets for 
the benefit of the decedent’s children. 
The trustee is empowered, as desig- 
nated beneficiary, to receive the pay- 
ments under the profit-sharing plan. 
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The trustee is also empowered, but not 
required, to use trust funds to assist 
the decedent’s estate, if necessary, in 
the payment of the obligations of the 
estate, in the sole and absolute discre- 
tion of the trustee. 


The assets of the decedent’s probate 
estate were fully capable of satisfying 
the obligations of the estate in a timely 
fashion without need for a request to 
the residuary trustee to make available 
any of the profit-sharing plan funds. 
Therefore, all obligations were paid 
without resort to the profit-sharing 
funds. 


The law of State X permits an em- 
ployee to make a valid designation of 
a testamentary trustee as the benefici- 
ary of payments under a profit-sharing 
plan. State X has also enacted the fol- 
lowing statute with respect to insur- 
ance proceeds and various types of 
employee benefit arrangements, in- 
cluding profit-sharing plans: 


Except as otherwise provided in the des- 
ignator’s will, the rights and benefits and 
their proceeds paid or transferred to the 
trustee shall not be subject to the debts of 
the designator to any greater extent than 
if they were paid or transferred to a named 
beneficiary, payee, or owner other than the 
estate of the designator. 

The question presented is whether, 
in view of the law of State X and the 
trust provisions in the decedent’s will, 
the profit-sharing plan payments are 
payable to or for the benefit of the 
decedent’s estate so that no exclusion 
from the decedent’s gross estate is 
allowable under section 2039(c) of 
the Code. 


Section 2039(a) of the Code pro- 
vides that the gross estate shall include 
the value of an annuity or other pay- 
ment receivable by a beneficiary by 
reason of surviving the decedent under 
a contract or agreement, if an annuity 
or other payment was payable to the 
decedent under the contract or if the 
decedent possessed the right to receive 
such an annuity or other payment for 
life. 

Subsection (c) of section 2039 of 
the Code, as amended by the Tax Re- 
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form Act of 1976, provides in relevant 
part as follows: 


EXEMPTION OF ANNUITIES UN- 
DER CERTAIN TRUSTS AND PLANS. 
—Notwithstanding the provisions of this 
section or of any provision of law, there 
shall be excluded from the gross estate 
the value of an annuity or other payment 
(other than a lump sum _ distribution 
* * = *) receivable by any beneficiary 
(other than the executor) under— 

(1) an employees’ trust (or under a con- 
tract purchased by an employees’ trust) 
forming part of a pension, stock bonus, or 
profit-sharing plan which, at the time of 
the decedent’s separation from employment 
(whether by death or otherwise), or at the 
time of termination of the plan if earlier, 
met the requirements of section 401 (a) ; 


* * * * * 


If such amounts payable after the death of 
the decedent under a plan described in 
paragraph (1) * * * are attributable to 
any extent to payments or contributions 
made by the decedent, no exclusion shall 
be allowed for that part of the value of 
such amounts in the proportion that the 
total payments or contributions made by 
the decedent bears to the total payments 
or contributions made. * * 


Section 20.2039-2(b) of the Estate 
Tax Regulations provides, in part, as 
follows: 


Plans and annuity contracts to which 
section 2039(c) applies. Section 2039(c) 
excludes from a decedent’s gross estate, to 
the extent provided in paragraph (c) of 
this section, the value of an annuity or 
other payment receivable by any benefi- 
ciary (except the value of an annuity or 
other payment receivable by or for the 
benefit of the decedent’s estate) under— 

(1) An employees’ trust (or under a 
contract purchased by an employees’ trust) 
forming part of a pension, stock bonus, or 
profit-sharing plan which, at the time of 
the decedent’s separation from employment 
(whether by death or otherwise), or at the 
time of the earlier termination of the plan, 
met the requirements of section 401 (a) ; 

* * * 
For the meaning of the term “annuity or 
other payment”, see paragraph (b) of sec- 
tion 20.2039-1. For the meaning of the 
phrase “receivable by or for the benefit of 


the decedent’s estate”, see paragraph (b) 
of section 20.2042-1. * * * 


Section 20.2042-1(b) of the regula- 
tions sets forth the following descrip- 
tion of the term “receivable by or for 
the benefit of the estate”: 


Receivabie by or for the benefit of the 
estate. (1) Section 2042 requires the inclu- 
sion in the gross estate of the proceeds of 





insurance on the decedent’s life receivable 
by the executor or administrator, or pay- 
able to the decedent’s estate. It makes no 
difference whether or not the estate is spe. 
cifically named as the beneficiary under the 
terms of the policy. Thus, if under the 
terms of the insurance policy the proceeds 
are receivable by another beneficiary but 
are subject to an obligation, legally binding 
upon the other beneficiary, to pay taxes, 
debts, or other charges enforceable against 
the estate, then the amount of such pro- 
ceeds required for the payment in full (to 
the extent of the beneficiary’s obligation) 
of such taxes, debts, or other charges is 
includible in the gross estate. * * * 


Rev. Rul. 73-404, 1973-2 C.B. 319, 
deals with payments made under a 
“qualified” profit-sharing plan to a 
testamentary trust designated by a de- 
cedent. The trustee was prohibited, 
under the terms of the will, from using 
any of the payments from the plan for 
the benefit of the estate. The Revenue 
Ruling concludes that in view of the 
prohibition, the exclusion under sec- 
tion 2039(c) of the Code was applica- 
ble. 


Under section 20.2042-1(b) of the 
regulations (quoted above), insurance 
proceeds are considered payable to or 
for the benefit of the decedent’s estate 
to the extent that an individual bene- 
ficiary is subject to a legally binding 
obligation to pay taxes, debts, or other 
charges against the estate. Where, on 
the other hand, the beneficiary is not 
subject to a legally binding obligation 
to make such payments, but may vol- 
untarily do so, the power to so volun- 
teer does not require inclusion, in the 
decedent’s gross estate, of the proceeds 
payable to the beneficiary. Under sec- 
tion 20.2039-2(b) of the regulations 
(quoted above), the rules set forth in 
section 20.2042-1(b) with respect to 
insurance proceeds are equally appli- 
cable to payments under a “qualified 
plan” to a beneficiary other than the 
estate of the decedent. Therefore, un- 
less the beneficiary is subject to a bind- 
ing obligation to assist in the satisfac- 
tion of the obligations of the estate, 
funds received by the beneficiary from 
a “qualified plan” are not considered 
to be receivable by or for the benefit 
of the estate. 
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The circumstances of the present 
case involve a trustee-beneficiary that 
is empowered to use payments from 
the plan to assist in paying the estate’s 
obligations and is not prohibited from 
doing so. Therefore, Rev. Rul. 73-404 
is not directly applicable since it in- 
volves a trustee who was specifically 
prohibited from assisting the estate. 
Although the trustee in the present 
case may, in its discretion, assist the 
estate, the above-quoted statute of 
State X relieves the trustee from any 
binding obligation to do so. As a re- 
sult, under the applicable rules with 
respect to insurance proceeds and an- 
nuities, discussed above, the payments 
to the trustee from the decedent’s 
profit-sharing plan are not payments 
“receivable by or for the benefit of the 
decedent’s estate.” 


Accordingly, in the present case, the 
entire value of the payments received 
by the testamentary trustee designated 
by the decedent is excluded under sec- 
tion 2039(c) of the Code from the 
gross estate of the decedent since those 
payments are receivable under , a 
“qualified plan” that met the require- 
ments of section 401(a) and to which 
all contributions were made by the de- 
cedent’s employer. 


26 CFR 20.2039-2: Annuities under “qual- 
ified plans” and Section 403B annuity con- 
tracts. 

(Also Section 402.) 


Employee plan; lump-sum distri- 
bution; tax-free rollover. The dis- 
tribution to a taxpayer upon retire- 
ment, consisting of the total 
amount credited to the taxpayer’s 
qualified retirement plan and qual- 
ifying as a lump-sum distribution, 
that was immediately transferred 
to an individual retirement account 
constitutes a tax-free rollover and 
is not includible in the taxpayer’s 
gross income; furthermore, the 
equal periodic installments pay- 
able to the surviving spouse meet 
the definition of an “annuity” and 
the present value of the amount 


payable to the annuitant is ex- 
cluded from the gross estate of the 
taxpayer who died after December 
31, 1976. 


Rev. Rul. 77-222 


Advice has been requested as to the 
income tax consequences. of the con- 
tribution (rollover) of the proceeds of 
an employees’ pension plan into an in- 
dividual retirement account, under the 
circumstances described below. Advice 
has also been requested as to the estate 
tax treatment of the distribution from 
the individual retirement account on 
the death of the owner, under the cir- 
cumstances described below, where the 
owner died after December 31, 1976. 


A for many years had been an em- 
ployee of the M company and a par- 
ticipant in the company’s noncon- 
tributory employees’ pension plan, a 
plan qualified under section 401 (a) 
of the Internal Revenue Code of 1954. 
Upon retirement, A’s participation in 
the plan was terminated and the 
amount credited to A’s account was 
withdrawn. Thereupon, A delivered 
the proceeds received from the pen- 
sion fund to the Y trust company for 
investment as an individual retire- 
ment account meeting the require- 
ments of section 408 of the Code. A 
made no additional contributions to 
the individual retirement account. 
Upon A’s death in 1977, B, A’s spouse, 
began receiving an annuity under the 
payment provisions of the account. 
The annuity was payable in equal 
periodic installments over B’s lifetime. 


Section 402(a) (5) of the Code pro- 
vides for the tax-free rollover of a 
lump-sum distribution from an em- 
ployee’s trust qualified under section 
401(a) to an individual retirement 
account qualified under section 408 if 
the transfer is completed within 60 
days of distribution. A “lump-sum dis- 
tribution” is defined generally in sec- 
tion 402(e)(4)(A) of the Code as a 
distribution or payment from a quali- 
fied employees’ trust described in sec- 
tion 401(a) and tax-exempt under sec- 
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tion 501(a), within one taxable year 
of the receipt, of the balance to the 
credit of an employee which becomes 
payable to the recipient (1) on ac- 
count of the employees’ death, (2) on 
account of the employees’ separation 
from the service, (3) after the em- 
ployee becomes disabled, or (4) after 
the employee attains age 591. 

In the instant case, the distribution 
to A consisted of the total amount 
credited to A’s account and was made 
on account of A’s separation from 
service. The distribution was therefore 
a lump-sum distribution under section 
402(e) (4) (A) of the Code. Since the 
distribution was made from a retire- 
ment plan which met the qualification 
requirements of section 401(a) at the 
time of the distribution, and the dis- 
tribution was immediately transferred 
to an individual retirement account 
satisfying the requirements of section 
408, the distribution meets the tax- 
free rollover requirements of section 
402(a) (5). Therefore, the distribution 
is not includible in A’s gross income. 

Regarding the estate tax treatment 
of the annuity payments commencing 
on A’s death, section 2039(a) and 
(b) of the Code provides that a de- 
cedent’s gross estate includes the value 
of an annuity or other payment re- 
ceivable by any beneficiary by reason 
of surviving the decedent, under cer- 
tain contracts or agreements, to the 
extent that the value of the annuity 
or other payment is attributable to con- 
tributions made by the decedent or the 
decedent’s employer. 

However, section 2039(c) of the 
Code provides an exclusion from the 
decedent’s gross estate for certain dis- 
tributions receivable by any bene- 
ficiary (other than the executor) un- 
der certain specified plans, trusts or 
annuity contracts, described in sec- 
tion 2039(c)(1) through 2039(c) (4). 
The legislative history accompanying 
the Employee Retirement Income 
Security Act of 1974 indicates that the 
exclusion provided in section 2039(c) 
is not applicable to payments receiv- 
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able under an individual retirement 
account. S. Rep. No. 93-383, 93rd 
Cong., Ist Sess. 135 (1973), 1974-3 
(Supplement) C.B. 214; H.R. No. 93- 
807, 93rd Cong., 2nd Sess. 138 (1974), 
1974-3 (Supplement) C.B. 373. 
Section 2039(e) of the Code, which 
was added by the Tax Reform Act of 
1976 and is applicable only in the 
- case of decedent’s dying after Decem- 
ber 31, 1976, (Pub. L. No. 94-455, 
section 2009(c) (3) (A), 90 Stat. 1896 
(1976) [1976-3 C.B. (Vol. 1) 369}), 
provides specific rules for the estate 
taxation of distributions from individ- 
ual retirement accounts, individual 
retirement annuities, and individual 
retirement bonds. The section state: 


Notwithstanding the provisions of this 
section or of any other provision of law, 
there shall be excluded from the value of 
the gross estate the value of an annuity 
receivable by any beneficiary (other than 
the executor) under— 

(1) an individual retirement account 

described in section 408 (a). 

(2) an individual retirement annuity 

described in section 408 (b), or 

(3) a retirement bond described in sec- 

tion 409 (a). 

However, the section further pro- 
vides that, if the amounts payable to 
the beneficiary are attributable to any 
extent to amounts contributed to the 
plan which were not allowable as a de- 
duction under section 219 of the Code 
and which were not rollover contribu- 
tions described in section 402(a) (5), 
403(a)(4), or 409(b)(3)(C), then 
no exclusion is aliowable for the pro- 
portionate value of such payments. 
Section 2039(e) also requires that the 
only form of payout which will be 
eligible for the exclusion is an “an- 
nuity”’, defined as follows: 


For purposes of this subsection, the term 
“annuity” means an annuity contract or 
other arrangement providing for a series of 
substantially equal periodic payments to 
be made to a beneficiary (other than the 
executor) for his life or over a period ex- 
tending for at least 36 months after the 
date of the decedent’s death. 


As noted above, the exclusion pro- 
visions of section 2039(c) of the Code 


are not applicable to distributions from 
individual retirement accounts. Con- 
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sequently, if A had died prior to Janu- 
ary 1, 1977, the effective date of sec- 
tion 2039(e), the entire amount dis- 
tributed under the individual retire- 
ment account would have been in- 
cludible in A’s gross estate under sec- 
tion 2039(a) and (b). 

In the instant case, A died after 
December 31, 1976, therefore the pro- 
visions of section 2039(e) are applica- 
ble. The plan was funded with a roll- 
over contribution described in section 
402(a)(5), and the payout meets the 
definition of an “annuity” contained 
in section 2039(e). 

Accordingly, the present value of the 
amount payable to the annuitant, B, 
is excluded from A’s gross estate. 





Section 2041.—Powers of 
Appointment 

26 CFR 20.2041-1: Powers of appoint- 
ment; in general. 

Powers of appointment; not lim- 
ited by ascertainable standard. The 
decedent who was granted a life 
estate in a trust with the power to 
invade corpus as desired to con- 
tinue an accustomed standard of 
living, which power under the ap- 
plicable state law is not construed 
to impose an objective limitation, 
possessed a power that was not 
limited by an ascertainable stand- 
ard relating to health, education, 
support or maintenance and conse- 
quently possessed at death a gen- 
eral power of appointment. 


Rev. Rul. 77-60 


Advice has been requested whether 
the decedent possessed at death a gen- 
eral power of appointment within the 
meaning of section 2041 of the Inter- 
nal Revenue Code of 1954, under the 
circumstances described below. 


Under the will of decedent’s spouse, 
who died in 1970, the decedent was 
granted a life estate in certain prop- 
erties, with the power to invade corpus 
as desired “to continue the donee’s ac- 
customed standard of living.” Upon 





the death of the decedent, the corpus 
was to be distributed to other named 
beneficiaries. The decedent died in 
1975. Under the state law applicable 
to the administration of the estate of 
decedent’s spouse, the quoted language 
is not construed to impose an objective 
limitation on the exercise of the power 
of invasion granted by the donor, other 
than one of good faith. 


Section 2041(a)(2) of the Code 
provides that the value of the gross 
estate of the decedent shall be deter- 
mined by including the value at the 
time of death of all property “to the 
extent of any property with respect to 
which the decedent has at the time of 
his death a general power of appoint- 


ment created after October 21, 1942 
* * 


Section 2041(b)(1) of the Code 
defines the term “general power of 
appointment” as a power which is 
exercisable in favor of the decedent, 
his estate, his creditors, or the creditors 
of his estate. However, section 2041 
(b) (1) (A) provides as follows: 


A power to consume, invade, or appro- 
priate property for the benefit of the de- 
cedent which is limited by an ascertainable 
standard relating to the health, education, 
support or maintenance of the decedent 
shall not be deemed a general power of 
appointment. 


Section 20.2041-1(c) (2) of the Es- 
tate Tax Regulations provides: 


A power to consume, invade, or appro- 
priate income or corpus, or both, for the 
benefit of the decedent which is limited by 
an ascertainable standard relating to the 
health, education, support or maintenance 
of the decedent is, by reason of section 
2041(b)(1)(A), not a general power of 
appointment. A power is limited by such a 
standard if the extent of the holder’s duty 
to exercise and not to exercise the power 
is reasonably measurable in terms of his 
needs for health, education, or support (or 
any combination of them). As used in this 
subparagraph, the words “support” and 
“maintenance” are synonymous and their 
meaning is not limited to the bare neces- 
sities of life. A power to use property for 
the comfort, welfare or happiness of the 
holder of the power is not limited by the 
requisite standard. Examples of powers 
which are limited by the requisite standard 
are powers exercisable for the holder’s 
“support,” “support in reasonable com- 
fort,” -“‘maintenance in health and reason- 
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able comfort,” “support in his accustomed 
manner of living,” “education, including 
college and _ professional education,” 
“health,’ and “medical, dental, hospital 
and nursing expenses and expenses of in- 
validism.” 

The ascertainable standard set forth 
in section 2041(b) (1) (A) of the Code 
spells out the limited degree of eco- 
nomic control over property that Con- 
gress chose to exempt from the estate 
tax. The language of the Code is de- 
tailed, ie., if the exercise of the power 
is restricted by definite bounds relating 
to the health, education, support, or 
maintenance of the donee, it is not a 
general power of appointment with the 
resulting tax consequence. Further, 
section 20.2041-1(c) (2) of the regu- 
lations provides that the power must 
be limited to the donee’s “needs for 
health, education, or support (or any 
combination of them) .” While this as- 
certainable standard is not restricted 
to the bare necessities of life, the power 
must be exercisable only for the desig- 
nated statutory purposes. 

In determining whether property 
subject to a power is limited by an 
ascertainable standard within the 
meaning of section 2041 of the Code, 
the test is the “measure of control” 
over the property by virtue of the 
grant of the power, i.e., whether the 
exercise of the power is restricted by 
definite bounds. That the amount of 
property that could be consumed for 
the benefit of the donee is not measur- 
able or predictable is of no conse- 
quence. The test under section 2041 
differs from the test applicable before 
the Tax Reform Act of 1969 under 
section 2055 (relating to deductions 
for charitable transfers). The query 
under section 2041 is the breadth of 
the power granted; the query under 
section 2055 was the measurability of 
property subject to both private and 
charitable uses. Strite v. McGinnes, 
330 F. 2d 234 (3rd Cir. 1964), cert. 
denied, 379 U.S. 836 (1964) ; see Es- 
tate of Josephine R. Lanigan, 45 T.C. 
247 (1965). 

A power to use property to enable 
the donee to continue an accustomed 


mode of living, without further limita- 
tion, although predictable and measur- 
able on the basis of past expenditures, 
does not come within the ascertainable 
standard prescribed in section 2041 (b) 
(1) (A) of the Code since the stand- 
ard of living may include customary 
travel, entertainment, luxury items, or 
other expenditures not required for 
meeting the donee’s “needs for health, 
education or support.” Nor does the 
requirement of a good faith exercise 
of a power create an ascertainable 
standard. Good faith exercise of a 
power is not determinative of its 
breadth. Strite and Lanigan, above. 

Accordingly, the power possessed by 
the decedent to invade trust principal 
as desired to continue an accustomed 
standard of living was not limited by 
an ascertainable standard relating to 
health, education, support or mainte- 
nance. Therefore, the decedent pos- 
sessed at death a general power of 
appointment requiring inclusion of the 
value of the trust property in the de- 
cedent’s gross estate under section 
2041 of the Code. 


26 CFR 20.2041-1: Powers of appoint- 
ment; in general. 

Powers of appointment; ascer- 
tainable standard. The life benefi- 
ciary of a testamentary trust the 
corpus of which could be invaded 
for the beneficiary’s “proper com- 
fort and welfare,” a power not lim- 
ited under the applicable New 
Jersey law to an ascertainable 
standard relating to health, educa- 
tion, support, or maintenance, pos- 
sessed at death a general power of 
appointment. 


Rev. Rul. 77-194 


Advice has been requested whether 
the decedent possessed at death a gen- 
eral power of appointment within the 
meaning of section 2041 of the In- 
ternal Revenue Code of 1954, under 
the circumstances described below. 

The decedent’s spouse, A, died 
testate in New Jersey in 1965. A’s will 
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created a testamentary trust under 
the terms of which the income was 
payable to the decedent, B, for life. In 
addition, the decedent B was granted 
a power to invade trust corpus, as 
follows: 


I direct that B, my spouse, shall have the 
right to withdraw from time to time such 
part of the principal of said trust fund as 
B, in B’s sole judgment, shall deem neces- 
sary for B’s proper comfort and welfare. 


The decedent B died in 1976. 


The issue presented is whether the 
decedent B possessed at death a gen- 
eral power of appointment within the 
meaning of section 2041 of the Code, 
by virtue of the power of invasion 
granted to B in A’s will. 

Section 2041(a)(2) of the Code 
provides that the gross estate shall in- 
clude the value of all property “To 
the extent of any property with re- 
spect to which the decedent has at the 
time of his death a general power of 
appointment created after October 
oe 

Section 2041(b) (1) of the Code de- 
fines a general power of appointment 
as a power that is exercisable in favor 
of the decedent, the decedent’s estate, 
or the creditors of either. However, 
section 2041(b)(1)(A) states that a 
power to consume, invade or appro- 
priate property for the benefit of the 
decedent which is limited by an as- 
certainable standard relating to health, 
education, support, or maintenance of 
the decedent shall not be deemed a 
general power of appointment. 


Section 20.2041-1(c)(2) of the 
Estate Tax Regulations further de- 
scribes powers limited by an ascer- 
tainable standard as follows: 


A power to consume, invade, or appro- 
priate income or corpus, or both, for the 
benefit of the decedent which is limited by 
an ascertainable standard relating to the 
health, education, support, or maintenance 
of the decedent is, by reason of section 
2041(b)(1)(A), not a general power of 
appointment. A power is limited by such a 
standard if the extent of the holder’s duty 
to exercise and not to exercise the power 
is reasonably measurable in terms of his 
needs for health, education, or support “ 
any combination of them). As used in this 
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subparagraph, the words “support” and 
“maintenance” are synonymous and their 
meaning is not limited to the bare necessi- 
ties of life. A power to use property for the 
comfort, welfare, or happiness of the holder 
of the power is not limited by the requisite 
standard. Examples of powers which are 
limited by the requisite standard are pow- 
ers exercisable for the holder’s “support,” 
“support in reasonable comfort,” “mainte- 
nance in health and reasonable comfort,” 
“support in his accustomed manner of liv- 
ing,” “education, including college and 
professional education,’ “health,” and 
“medical, dental, hospital and nursing ex- 
penses and expenses of invalidism.” 


The regulation quoted above indi- 
cates that a power to invade the 
corpus of a trust is not a general power 
of appointment if the circumstances 
under which the power may be exer- 
cised are reasonably ascertainable and 
relate to the possessor’s needs for 
health, education, support or mainte- 
nance. 

Although the federal statute con- 
trols in determining how the powers 
and rights possessed by the decedent 
are taxed, state law prevails in de- 
termining the nature and extent of the 
powers and rights possessed by the de- 
cedent. Morgan v. Commissioner, 309 
US. 78 (1940), 1940-1 C.B. 229. 
Thus, whether the decedent’s power 
to invade the trust corpus is limited 
by an ascertainable standard relating 
to health, education, support, or main- 
tenance is a matter of state law. 

An examination of the New Jersey 
law on the subject reveals no case 
which considers whether a power to 
invade trust corpus for the benefici- 
ary’s “proper comfort and welfare” is 
limited by an ascertainable standard 
relating to the beneficiary’s health, 
education, or support needs. However, 
the New Jersey courts have empha- 
sized that in construing wills, the pri- 
mary function is to ascertain and give 
effect to the probable intention of the 
testator. Fidelity Union Trust Co. v. 
Robert, 36 N.J. 561, 178 A. 2d 185 
(1962). Words utilized by the testator 
are generally to be given their ordi- 
nary meaning in determining the in- 
tent of the testator. In re Fera’s Es- 
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tate, 26 N.J. 131, 139 A. 2d 23 
(1958). 

Several federal courts have con- 
sidered limitations similar to the one 
used in the instant case in situations 
involving the applicability of the as- 
certainable standard exception con- 
tained in section 2041(b)(1)(A) of 
the Code. 


In Miller v. United States, 387 F. 
2d 866 (3rd Cir. 1968) , the decedent’s 
spouse was granted a power to invade 
a testamentary trust for amounts 
deemed necessary for the spouse’s 
“proper maintenance, support, medi- 
cal care, hospitalization, or other ex- 
penses incidental to her comfort and 
well-being.” The court concluded 
that the words “comfort and well- 
being” must be given their ordinary 
meaning and, as such, they conferred 
on the spouse a power to consume 
trust corpus that went beyond the 
bounds of the statutory exception con- 
tained in section 204i(b)(1) (A). 
Similar conclusions were reached in 
Strite v. McGinnes, 330 F. 2d 234 
(3rd Cir. 1964), where the court con- 
sidered a power of invasion exercis- 
able for the “reasonable needs and 
proper expenses or the benefit or com- 
fort” of the beneficiaries; and in Doyle 
v. United States, 358 F. Supp. 300 


(E.D. Pa. 1973), where the limita-- 


tion “comfort, maintenance and sup- 
port” was determined to be outside 
the statutory exception. 


In Estate of Effie Kells Jones, 56 
T.C. 35 (1971), the decedent, a New 
Jersey resident, was the income bene- 
ficiary of a testamentary trust in which 
the decedent possessed a power to 
invade corpus “in cases of emergency, 
or in situations affecting her care, 
maintenance, health, welfare and well- 
being.” In concluding that the power 
of invasion was not limited by the re- 
quired standards contained in section 
2041 of the Code, the court stated: 

The words used in the grant “situations 
affecting [the decedent’s] * * * welfare 
and wellbeing” must be given their ordi- 


nary meaning and as such go far beyond 
situations affecting the decedent’s health, 





education, support, or maintenance. If the 
decedent had sought to exercise the power 
granted by her husband’s will, we do not 
believe that a New Jersey court would so 
limit the decedent’s power to consume. 

The words “comfort and well-being” 
and “comfort, welfare, or happiness” have 
been held to confer a power to consume 
which extends beyond the statutory excep- 
tion, and it is clear that much like those 
words, “welfare and well-being” also con- 
ferred on the decedent a power to consume 
which extended beyond an ascertainable 
power for her health, support, or mainte- 
nance. [Footnotes omitted.] 

In the instant case, the decedent B’s 
predeceased spouse, A, by utilization 
of the limitation “proper comfort and 
welfare,” granted the decedent a 
power of invasion that is at least as 
liberal as the powers of invasion con- 
sidered in the cases noted above. 
Therefore, in the absence of local law 
to the contrary, the standard of inva- 
sion would not be an ascertainable 
standard relating to health, education, 
support, or maintenance. 

Further, in each of the cases cited 
above, the decedent’s power to invade 
trust corpus was limited by a term 
such as welfare, comfort, or well-be- 
ing, used with a more restrictive 
standard such as support, mainte- 
nance, or health. Nevertheless, the 
courts determined that the powers of 
invasion could be exercised without 
reference to the beneficiaries’ health, 
education, support, or maintenance. 
Here, the words “proper comfort and 
welfare” are utilized without any ref- 
erence to more restrictive standards; 
and thus, the conclusion that the 
words “proper comfort and welfare” 
do not delineate an ascertainable 
standard relating to health, educa- 
tion, support, or maintenance, is even 
more pervasive. 

Accordingly, A, by utilizing the 
words “proper comfort and welfare,” 
granted to B a power to invade corpus 
that was not limited by an ascertain- 
able standard relating to health, edu- 
cation, support, or maintenance. 
Therefore, B possessed at death a 
general power of appointment as de- 
fined in section 2041(b)(1) of the 
Code. 
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26 CFR 20.2041-3: Powers of appointment 
created after October 21, 1942. 

General power of appointment; 
conjunctive control of trust. One 
third of the value of a trust created 
by three siblings, each of whom 
named an adult child as one of the 
three trustees who, through major- 
ity vote, had complete discretion- 
ary power over the assets of the 
trust and individually had the right 
to name a relative as successor, is 
includible in a decedent-trustee’s 
estate as property subject to a gen- 
eral power of appointment under 
section 2041 of the Code; Rev. Rul. 
76-503 amplified. 


Rev. Rul. 77-158 


Advice has been requested as to the 
application of section 2041 of the In- 
ternal Revenue Code of 1954 and the 
conclusion of Rev. Rul. 76-503, 1976- 
2 C.B. 275, in the circumstances de- 
scribed below. 


In 1973, three siblings named A, B, 
and C owned equal interests in their 
family business. They decided to place 
the business in trust for the benefit of 
their descendants and with a view 
toward keeping the family enterprise 
intact. Each sibling-grantor designated 
one of the sibling’s adult children as 
one of the three trustees of the trust. 
Under the terms of the trust, income 
is to be accumulated and added to 
principal until the trust terminates. 
The trust shall terminate exactly 
twenty years after the death of the last 
surviving descendant of A, B, and C 
who is living at the date of creation of 
the trust. 


The trustees are empowered to man- 
age the trust assets in their complete 
discretion. They are also empowered 
to distribute trust property to whom- 
ever they select, including themselves, 
in such proportions, at such times, and 
for such purposes as they see fit. Each 
trustee is privileged to designate one of 
the trustee’s relatives to serve as a 
successor trustee in the event of the 
trustee’s death or resignation. In the 


absence of such a designation, the old- 
est adult living descendant of the de- 
ceased or resigned trustee who is will- 
ing to serve as the new trustee shall 
occupy the vacant trustee position. 

The terms of the trust provide that 
the trustees may exercise any of their 
powers by majority vote. 

The decedent D was selected by A 
to be one of the three trustees and D 
continued in that position until D’s 
death in 1975. 


The question presented is whether 
any amount is includible, with respect 
to the trust described above, in D’s 
gross estate under section 2041 of the 
Code as the value of property subject 
to a general power of appointment in 
view of the fact that the power was 
held by D and two cotrustees. 


Section 2041(a) (2) of the Code re- 
quires inclusion in the gross estate of 
the value of all property with respect 
to which the decedent has, at the time 
of death, a “general power of appoint- 
ment” created after October 21, 1942. 

Section 2041(b) (1) (C) (ii) of the 
Code provides that a power is not a 
general power of appointment if it is 
only exercisable by the decedent in 
conjunction with another person who 
has a substantial interest, in the prop- 
erty subject to the power, that is ad- 
verse to exercise of the power in favor 
of the decedent. A person who, after 
the death of the decedent, may possess 
the power of appointment and exercise 
it in favor of himself or herself is, 
under this provision of the Code, 
deemed to hold a substantial interest 
in the property that is adverse to exer- 
cise in favor of the decedent. 


Rev. Rul. 76-503 involves facts 
identical to those in the present case, 
except in Rev. Rul. 76-503 the trustees 
hold their powers jointly and thus act 
unanimously, whereas here the trustees 
must act by majority vote. In the pres- 
ent case, as in Rev. Rul. 76-503, a 
trustee is replaced upon death or res- 
ignation by a successor trustee. Be- 
cause, as in Rev. Rul. 76-503, the 
surviving trustees are in no better posi- 
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tion to exercise the power after the 
decedent’s death than before the 
death, the conclusion of that Revenue 
Ruling, that the interests of the co- 
trustees are not adverse to exercise of 
the power in favor of the decedent, is 
equally applicable in the present case. 

Accordingly, in the instant case, the 
power held by the decedent and the 
other trustees is a “general power of 
appointment” and, under section 2041 
(b) (1) (C) (iii), one third of the value 
of the trust assets (as of the date of 
death of D or the appropriate alter- 
nate valuation date) is includible in 
the gross estate of D. 

Rev. Rul. 76-503 is amplified. 





Part IV.—Taxable Estate 





Section 2055.—Transfers for 
Public, Charitable, and Religious 
Uses 


26 CFR 20.2055-2: Transfers not exclu- 
sively for charitable purposes. 

Charitable deduction; interests 
in property; undivided portion in 
trust. A charitable deduction is not 
allowable to the estate of a dece- 
dent who bequeathed the residuary 
estate in trust, with the spouse and 
a charity each entitled to half the 
income and, upon the spouse’s 
death, half of the trust corpus is to 
be distributed to the charity and 
half of the trust corpus is to be dis- 
tributed to the spouse’s heirs. 


Rev. Rul. 77-97 


Advice has been requested whether 
a charitable deduction is allowable 
under section 2055 of the Internal 
Revenue Code of 1954 for an undi- 
vided interest in a decedent’s residuary 
estate bequeathed to charity, under 
the circumstances described below. 

The decedent died testate on Janu- 
ary 1, 1976. The decedent’s will di- 
rects that the decedent’s residuary 
estate be placed in trust. The terms of 
the trust provide that 50 percent of 
the trust income is to be distributed 
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to A (the decedent’s spouse) for life 
and 50 percent of the trust income is 
to be distributed to X (a charitable 
organization within the meaning of 
sections 170(c), 2522, and 2055(a) of 
the Code) until A’s death. At A’s 
death, 50 percent of the trust corpus 
is to be distributed to A’s heirs and 50 
percent of the trust corpus is to be 
distributed to X charity. 

The specific question is whether X 
charity’s interest qualifies for the char- 
itable deduction under section 2055 
(e) (2) of the Code as an undivided 
portion of the decedent’s entire inter- 
est in property. 

Section 2055(a) of the Code pro- 
vides for a deduction of amounts pass- 
ing to or for the use of the organiza- 
tions, persons and purposes described 
in section 2055(a), such as certain 
charitable organizations. However, 
with respect to decedents dying after 
December 31, 1969, section 2055(e) 
(2) provides: 


Where an interest in property (other 
than a remainder interest in a personal 
residence or farm or an undivided portion 
of the decedent’s entire interest in prop- 
erty) passes or has passed from the dece- 
dent to a person, or for a use, described in 
subsection (a), and an interest * * * in 
the same property passes or has passed 
(for less than an adequate and full consid- 
eration in money or money’s worth) from 
the decedent to a person, or for a use, not 
described in subsection (a), no deduction 
shall be allowed under this section for the 
interest which passes or has passed to the 
person, or for the use, described in sub- 
section (a), unless— 

(A) in the case of a remainder interest, 
such interest is in a trust which is a char- 
itable remainder annuity trust or a char- 
itable remainder unitrust (described in 
section 664) or a pooled income fund (de- 
scribed in section 642(c) (5)), or 

(B) in the case of any other interest, 
such interest is in the form of a guaranteed 
annuity or is a fixed percentage distributed 
yearly of the fair market value of the prop- 
erty (to be determined yearly). 


Section 20.2055-2(e)(1) of the 
Estate Tax Regulations provides in 
part, as follows: 


In general, in the case of decedents dy- 
ing after December 31, 1969, where an 
interest in property passes or has passed 
from the decedent for charitable purposes 
and an interest (other than an interest 
which is extinguished upon the decedent’s 


death) in the same property passes or has 
passed from the decedent for private pur- 
poses (for less than an adequate and full 
consideration in money or money’s worth) 
after October 9, 1969, no deduction is al- 
lowed under section 2055 for the value of 
the interest which passes or has passed for 
charitable purposes unless the interest in 
property is a deductible interest described 
in subparagraph (2) of this paragraph. 
The principles of section 2056 and the 
regulations thereunder shall apply for pur- 
poses of determining under this paragraph 
whether an interest in property passes or 
has passed from the decedent. 


Under section 20.2055-2(e) (2) of 
the regulations, a deductible interest 
in an undivided portion of the de- 
cedent’s entire interest in property is 
defined as follows: 


(i) Undivided portion of decedent’s en- 
tire interest. The charitable interest is an 
undivided portion, not in trust, of the de- 
cedent’s entire interest in property. An 
undivided portion of a decedent’s entire 
interest in property must consist of a frac- 
tion or percentage of each and every sub- 
stantial interest or right owned by the de- 
cedent in such property and must extend 
over the entire term of the decedent’s in- 
terest in such property and in other prop- 
erty into which such property is converted. 
[Emphasis added] 


Section 2056(b)-1(e)(2) of the 


regulations provides as follows: 


In determining whether an interest in 
the same property passed from the dece- 
dent both to his surviving spouse and to 
some other person, a distinction is to be 
drawn between “property”, as such term is 
used in section 2056, and an “interest in 
property”. The term “property” refers to 
the underlying property in which various 
interests exist; each such interest is not 
for this purpose to be considered as “‘prop- 
erty”. 


Section 2055(e) (2) of the Code is 
applicable in the instant case because 
an interest in property has passed 
from the decedent for private pur- 
poses (the 50 percent life income in- 
terest to A and the 50 percent re- 
mainder interest to A’s heirs) and an 
interest in the same underlying prop- 
erty has also passed for charitable pur- 
poses (the 50 percent income interest 
to X for A’s life and 50 percent re- 
mainder interest to X). The interest 
received by X is an undivided portion 
of the decedent’s entire interest in 
property for the purposes of this sec- 
tion. However, the regulations, at 





section 20.2055-2(e) (2) (i), are clear 
in their requirement that where an 
undivided interest in property passes 
from the decedent for private pur- 
poses and an undivided interest in the 
same underlying property passes from 
the decedent for charitable purposes, 
the charitable interest must be an un- 
divided portion, not in trust, of the 
decedent’s entire interest in the un- 
derlying property. 

Because the decedent’s property 
passed to charity in trust, no “un- 
divided portion of the decedent’s en- 
tire interest in property” passed di- 
rectly to charity as is required if the 
transfer is to fall within the paren- 
thetical language of section 2055(e) 
(2) of the Code. In addition, the trust 
is neither a charitable remainder an- 
nuity trust or unitrust nor a pooled 
income fund, and does not create a 
guaranteed annuity for charity. The 
transfer thus fails to meet the require- 
ments of section 2055(e) (2) (A) or 
(B). 

Accordingly, no deduction is allow- 
able under section 2055 of the Code. 

Further, if the decedent had estab- 
lished two separate trusts, one for 
charitable purposes and one for pri- 
vate purposes, instead of one trust for 
both purposes, the charitable deduc- 
tion would have been allowable. 


26 CFR 20.2055-2: Transfers not exclu- 
sively for charitable purposes. 
Charitable remainder interest in 
personal residence; entire interest 
in sale proceeds. No charitable de- 
duction is allowable under section 
2055 of the Code for a remainder 
interest in a decedent’s personal 
residence bequeathed to charity 
under a will which provides that the 
remainder is to be sold upon the 
life tenant’s death and the entire 
sale proceeds are to be paid to 
charity; Rev. Rul. 76-543 amplified. 


Rev. Rul. 77-169 


Advice has been requested as to the 
application of Rev. Rul. 76-543, 
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1976-2 C.B. 287, in the circumstances 
described below. 

In Rev. Rul. 76-543 a decedent 
devised a personal residence to B for 
life. At B’s death, the residence is to 
be sold and $10,000 of the sale pro- 
ceeds distributed to C, a charitable 
institution within the meaning of sec- 
tions 170(c), 2522(a), and 2055(a) 
of the Internal Revenue Code of 
1954. The remainder of the sale pro- 
ceeds is to pass under the residuary 
clause of the decedent’s will. The 
Ruling concludes that no charitable 
deduction is allowable under section 
2055(a) of the Code. This conclusion 
is based on section 2055(e) (2) which 
requires that when an interest in 
property passes for private purposes 
and a remainder interest in the same 
property passes for charitable pur- 
poses, no charitable deduction is al- 
lowable unless the remainder interest 
is in the form of a charitable remain- 
der annuity trust or a charitable re- 
mainder unitrust (described in sec- 
tion 664) or a pooled income fund 
(described in section 642(c)(5)). 
Section 2055(e)(2) does provide an 
exception from the above require- 
ments for a charitable remainder in- 
terest in a personal residence, among 
other things. However, the legislative 
history of section 2055(e) (2) indi- 
cates that the personal residence ex- 
ception is to apply only where a dece- 
dent devises the decedent’s personal 
residence to charity with a preceding 
life estate in the decedent or another. 
The charitable remainder interest 
must be in the residence itself and not 
in the proceeds to be derived from 
the sale of the residence at a future 
date. 

In the present case, the facts are 
similar to those in Rev. Rul. 76-543, 
except that at the death of B, the per- 
sonal residence is to be sold and the 
entire net sale proceeds are to be dis- 
tributed to C, a charitable institution 
within the meaning of sections 170 
(c), 2522(a), and 2055(a) of the 
Code. This provision is mandatory 
and the will does not permit a distri- 


bution of the personal residence to 
the charitable institution. 

The fact that C is to receive the 
entire net sale proceeds in this case, 
rather than only a portion of the sale 
proceeds, as in Rev. Rul. 76-543, does 
not alter the result. As stated above 
and in Rev. Rul. 76-543: “The 
charitable remainder interest must be 
in the residence itself and not in the 
proceeds to be derived from the sale 
of the residence at a future date.” 

Accordingly, in the instant case, 
because charity was not given a re- 
mainder interest in the decedent’s 
personal residence itself, no deduc- 
tion is allowable under section 2055 
of the Code. 

Rev. Rul. 76-543 is amplified. 


26 CFR 20.2055-2: Transfers not exclu- 
sively for charitable purposes. 


Whether section 2055(e)(3) of the 
Code. as amended by section 1304(a) of 
the Tax Reform Act of 1976, allows the 
amendment of a charitable remainder trusc 
for the purposes of the Federal gift tax 
charitable deduction under section 2522 
(a) and (c) of the Code. See Rev. Rul. 
77-132, page 297. 


26 CFR 20.2055-3: Death taxes payable 
out of charitable transfers. 

Charitable deduction; residuary 
estate. The amount deductible un- 
der section 2055 of the Code from 
the gross estate of an Ohio dece- 
dent, whose estate contained both 
probate and nonprobate assets and 
whose will bequeathed the residue 
of the estate to qualified charities 
after payment of “all debts, funeral 
expenses and costs of administra- 
tion”, is the value of the residue 
reduced by the death taxes gener- 
ated by the probate assets. 


Rev. Rul. 77-202 


Advice has been requested as to the 
amount deductible from a decedent’s 
gross estate under section 2055 of the 
Internal Revenue Code of 1954, under 
the circumstances described below. 

After making certain specific be- 
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quests, the decedent, a resident of 
Ohio, bequeathed the residue of the 
estate to corporations organized and 
operated for charitable purposes with- 
in the meaning of section 2055(a) of 
the Internal Revenue Code of 1954. 
The decedent provided that “all debts, 
funeral expenses and costs of adminis- 
tration” are to be paid out of the 
estate. The estate included both pro- 
bate and nonprobate assets for federal 
estate tax purposes. 

Section 2055(a) of the Code pro- 
vides that the taxable estate shall be 
determined by deducting from the 
value of the gross estate the amount 
of all bequests, legacies, devises or 
transfers for exclusively _ religious, 
charitable, scientific, literary, or edu- 
cational purposes. If, under the terms 
of the will, the federal estate tax, or 
any estate, succession, legacy, or in- 
heritance tax is payable out of prop- 
erty transferred to charity section 2055 
(c) of the Code and section 20.2055-3 
of the Estate Tax Regulations require 
the value of the charitable bequest to 
be reduced by the amount of such 
taxes in determining the amount de- 
ductible from the gross estate. 

How the ultimate impact of death 
taxes will be borne is a question to be 
determined according to the law of 
the state of the decedent’s residence. 
Riggs v. Del Drago, 317 US. 95 
(1942) ; Estate of Penney v. Commis- 
sioner, 504 F. 2d 37 (6th Cir. 1974). 
There is no statutory provision in Ohio 
dealing with the ultimate impact of 
death taxes. The Supreme Court of 
Ohio has stated that “[i]n the absence 
of a definite declaration on the sub- 
ject, it must be presumed that the 
intention [of the testator] was that the 
ultimate weight of taxation must rest 
where the law places it. It cannot be 
presumed that anything else was in- 
tended than what is stated in the 
written instrument.” McDougall v. 
Central National Bank of Cleveland, 
157 Ohio St. 45, 104 N.E. 2d 441 
(1952). Since the decedent has not 
specifically provided otherwise, the 
federal and Ohio estate taxes are pay- 
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able as required by the Supreme Court 
of Ohio. 

In Ohio, liability for payment of 
death taxes is apportioned between the 
testamentary and the non-testamentary 
assets of the estate, with the taxes gen- 
erated by the testamentary assets be- 
ing born solely by the residuary estate. 
McDougall vy. Central National Bank 
of Cleveland, cited above. Thus, in 
the absence of evidence of a testator’s 
intention to the contrary, the residuary 
legatees bear the total burden of the 
federal and Ohio estate taxes attribut- 
able to the testamentary assets. Estate 
of Penney, cited above. The fact that 
the residue passes to charity does not 
exempt it from estate tax liability, 
Y.M.C.A. v. Davis, 264 US. 47 
(1924). 

Accordingly, the amount of the 
charitable bequest that qualifies for the 
deduction in this case is the value of 
the residue of the decedent’s estate 
reduced by the amount of the death 
taxes generated by the probate assets. 





Section 2056.—Bequests, Etc., 
to Surviving Spouse 


26 CFR 20.2056(b)-1: Marital deduction; 
limitation in case of life estate or other 
“terminable interest.” 

Marital deduction; conflict in will 
provisions. Under Texas law, the 
bequest of a remainder interest in 
property to the decedent’s children 
in a later clause of the will prevails 
over the bequest of the same prop- 
erty to the surviving spouse “‘in fee 
simple and absolute” and the sur- 
viving spouse does not have an ab- 
solute interest in the property that 
qualifies for a marital deduction. 


Rev. Rul. 77-98 


Advice has been requested whether 
a marital deduction is allowable pur- 
suant to section 2056 of the Internal 
Revenue Code of 1954 where one 
clause of the decedent’s will provides 
for an absolute transfer of property to 
the surviving spouse and a subsequent 


clause bequeaths the property to the 
decedent’s children on the death of 
the surviving spouse. 


The decedent, A, a lifelong resi- 
dent of Texas, and whose property 
was located in the State, died testate 
on November 28, 1974, survived by a 
spouse, B, and two children, C and D. 
A’s will contained the following per- 
tinent provisions: 


2nd. I give, bequeath and devise unto my 
beloved spouse, B, all of my personal 
estate in fee simple and absolute. 

3rd. I give, bequeath and devise unto my 
spouse, B, all of my real estate for 
and during B’s natural life. 

4th. After the demise of B, it is my will 
and I direct that all of my estate 
then remaining, both real and per- 
sonal property, shall pass to and vest 
in my children, C and D. 

In general, section 2056(a) of the 
Code provides for a marital deduction 
for property passing from the decedent 
to the surviving spouse. However, sec- 
tion 2056(b)(1) provides that no 
marital deduction is allowable for the 
transfer of a mere life estate to the 
surviving spouse since the interest will 
terminate on death and the remainder 
interest will vest in another. 


In determining the nature of the 
interest passing to the surviving spouse, 
section 20.2056(b)-5(e) of the Estate 
Tax Regulations provides that “regard 
is to be had to the applicable provi- 
sions of the law of the jurisdiction 
under which the interest passes * * *,” 
As pointed out in Morgan v. Commis- 
sioner, 309 U.S. 78 (1940), 1940-1 
C.B. 229: “State law creates legal 
interests and rights. The federal reve- 
nue acts designate what interests and 
rights, so created, shall be taxed.” 
Thus, since A’s will was executed and 
probated in Texas, the law of Texas 
determines the nature and extent of 
the property interest passing to B 
under the will. 

In construing wills, the Texas 
courts “seek and enforce” the inten- 
tion of the testator as expressed in the 
language and provisions of the will 
as a whole and the circumstances sur- 
rounding its execution. Guilliam v. 





Koonsman, 154 Tex. 401, 279 S.W. 
2d 579 (1955). Generally, the great- 
est estate will be conferred on a de- 
visee that the terms of a devise will 
permit; and when an estate is given in 
one part of a will in clear and decisive 
terms, it cannot be cut down or taken 
away by any subsequent words that 
are not equally clear and decisive, 
Johnson v. Moore, 223 S.W. 2d 325 
(Tex. Civ. App. 1949). 


In Texas, a devise of an estate is 
deemed a fee simple interest unless 
limited by express words, and a con- 
dition that tends to defeat such an 
estate will be strictly construed. John- 
son v. Moore, cited above; Bergin v. 
Bergin, 159 Tex. 83, 315 S.W. 2d 943 
(1958). On the other hand, an estate 
for life only is passed by an instru- 
ment that purports in one clause to 
transfer the fee or absolute ownership 
but in a subsequent clause creates a 
remainder in another person. See 
Flippen v. Robinson, 144 S.W. 707 
(Tex. Civ. App. 1912); 37 Tex. Jur. 
2d Life Estates, Remainders and Re- 
versions, sec 5. Thus, it is the rule in 
Texas that where there is an irrecon- 
cilable conflict between two clauses 
of this kind, the later clause will pre- 
vail as being the latest expression of 
the testator’s intent. Martin v. Dial, 57 
S.W. 2d 75 (Tex. Com. App. 1933) ; 
Stanley v. Henderson, 139 Tex. 160, 
162 S.W. 2d 95 (1942); Dougherty 
v. Humphrey, 424 S.W. 2d 617 (Tex. 
Sup. Ct. 1968). 


Paragraph 2nd of the decedent's 
will bequeaths personalty to the sur- 
viving spouse “in fee simple and ab- 
solute.” Paragraph 4th, however, pro- 
vides for a remainder interest in the 
personal property for the decedent's 
children. Thus, there is a conflict in 
the terms of the will since it is not 
clear whether the decedent intended 
to give the surviving spouse an abso- 
lute interest or a life estate in personal 
property. 

The Supreme Court of Texas has 
held that, in cases of such irrecon- 
cilable conflict, the earlier clause is 
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limited by the later clause where the 
limitation of the later clause is clear 
and decisive. The later provision pre- 
vails as being the latest expression of 
the decedent’s intent. Here, paragraph 
4th is clear and decisive and is the 
latest expression of intent. Thus, on 
the death of the surviving spouse, the 
property will pass to the decedent’s 
children, C and D. 

Accordingly, under Texas law, 
where property is bequeathed to a sur- 
viving spouse in “fee simple and abso- 
lute” in one clause of a will and in a 
later clause a remainder over in the 
property is bequeathed to the dece- 
dent’s children, the surviving spouse 
does not have an absolute interest in 
the property that qualifies for a mari- 
tal deduction under section 2056(a) 
of the Code. 


26 CFR 20.2056(b)-1: Marital deduction; 
limitations in case of life estate or other 
“terminable interest.” 

Marital deduction; life insurance 
proceeds; terminable interest. The 
interests of two beneficiaries of a 
life insurance policy included in 
the insured’s estate, the decedent’s 
surviving spouse receiving monthly 
payments for life and another bene- 
ficiary receiving monthly payments 
until age 21 or death, whichever 
occurs first, are separate and dis- 
tinct interests. The value of the pro- 
ceeds passing to the surviving 
spouse is not a terminable interest 
within the meaning of section 2056 
(b)(1) of the Code, and qualifies for 
the marital deduction. 


Rev. Rul. 77-130 


Advice has been requested whether 
the value of life insurance proceeds 
passing to the decedent’s surviving 
spouse, in the circumstances described 
below, fails to qualify for the marital 
deduction under section 2056(b) (1) 
of the Internal Revenue Code of 1954 
because the spouse’s interest is a ter- 
minable interest in property. 

At the decedent’s date of death, de- 


cedent possessed a policy of insurance 
on the life of the decedent and certain 
incidents of ownership therein that 
were sufficient to require the inclusion 
of the entire proceeds in the decedent’s 
gross estate under section 2042(2) of 
the Code. The proceeds of the policy 
were payable as follows: (1) $600.00 
per month to the decedent’s surviving 
spouse for life with all payments ceas- 
ing at the spouse’s death; and (2) 
$300.00 per month to C until C’s 
twenty-first birthday or death, which- 
ever event shall occur first, at which 
time the payments are to cease. The 
value of the proceeds payable to the 
surviving spouse on the date of dece- 
dent’s death as determined by the in- 
surance company was 60x dollars, and 
the value of the proceeds payable to C 
on the date of decedent’s death as de- 
termined by the insurance company 
was 40x dollars. 


Section 2056(a) of the Code pro- 
vides that, for purposes of the estate 
tax, the value of the taxable estate, 
except as limited by subsections (b), 
(c), and (d), shall be determined by 
deducting from the value of the gross 
estate an amount equal to the value of 
any interest in property that passes 
from the decedent to the surviving 
spouse, but only to the extent such in- 
terest is included in determining the 
value of the gross estate. 


Section 2056(b)(1) of the Code 
provides that no marital deduction is 
allowed with respect to certain inter- 
ests in property, referred to generally 
as “terminable interests,” passing from 
a decedent to the surviving spouse if 
(A) an interest in the property passes 
or has passed, for less than an ade- 
quate and full consideration in money 
or money’s worth, from the decedent 
to any person other than the surviving 
spouse or the estate of such spouse, 
and (B) by reason of the passing, the 
other person may possess or enjoy any 
part of the property after the termina- 
tion or failure of the spouse’s interest. 


Section 20.2056(b)-1(b) of the 
Estate Tax Regulations defines “termi- 
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nable interests” to include annuities 
and similar interests that terminate 
with the passage of time. The deducti- 
bility of terminable annuities is illus- 
trated in Example (3) of section 
20.2056(b)-1(g) of the regulations, 
which states: 


H during his lifetime purchased an 
annuity contract providing for payments to 
himself for life and then to W for life if she 
should survive him. * * * If * * * the 
contract provided for no refund upon the 
death of the survivor of H and W, or pro- 
vided that any refund was to go to the 
estate of the survivor, then the interest 
which passed from H to W is (to the 
extent it is included in H’s gross estate) 
a deductible interest. 


Section 20.2056(b)-1(e) (2) of the 
regulations provides that in determin- 
ing whether an interest in the same 
property passed from the decedent 
both to the surviving spouse and to 
some other person, a _ distinction 
should be made between the term 
“property,” as it is used in section 2056 
of the Code, and an “interest in prop- 
erty.” The term “property” refers to 
the underlying property in which vari- 
ous interests exist; each such interest is 
not, for purposes of section 2056, to be 
considered as property. 


Section 20.2056(e)-1(a) (4) of the 
regulations provides that, for the pur- 
poses of the marital deduction, the 
proceeds of an insurance policy upon 
the life of a decedent are considered 
as having passed from the decedent to 
the person who, at the time of the de- 
cedent’s death, was entitled to receive 
the proceeds. 


The proceeds of one insurance pol- 
icy on a decedent’s life, payable in in- 
stallments to beneficiaries after the 
decedent’s death, can, in certain cir- 
cumstances, be divided into separate 
properties in such a way that the sole 
inquiry is whether a division of the 
proceeds into two separate properties 
was accomplished. See Estate of Jo- 
seph E. Reilly v. Commissioner, 239 
F. 2d 797 (3rd Cir. 1957), rev’g 25 
T.C. 366 (1955). Compare Meyer v. 
United States, 364 U.S. 410 (1960), 
1961-1 C.B. 779. 
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In the instant case, so long as the 
decedent-insured was alive the two 
potential annuity payments were part 
of one plan. However, with the hap- 
pening of the decedent’s death, two 
distinct rights came into being, each 
separate and independent of the other. 
The rights of the surviving spouse to 
an annuity of $600 per month for life 
were not tied in any way to the rights 
of C, and the rights of C to an annuity 
of $300 per month until age 21 or C’s 
death prior thereto were not tied in 
any way to the rights of the surviving 
spouse. The mere fact that the two 
interests derived from the same insur- 
ance contract is insufficient to fuse 
these independent interests in such a 
way that C should be deemed to have 
received an interest in the property 
that passed to the decedent’s surviving 
spouse and a part of which property 
C may possess or enjoy after the 
spouse’s death. 

Accordingly, since the surviving 
spouse’s interest in the insurance pro- 
ceeds is not a nondeductible termina- 
ble interest within the meaning of sec- 
tion 2056(b) (1) of the Code, it quali- 
fies for the marital deduction. The 
amount of the deduction is 60x dol- 
lars, which is the amount of the in- 
surance proceeds passing to the spouse 
that is includible in the value of the 
gross estate. 


26 CFR 20.2056(b)-1: Marital deduction; 
limitation in case of life estate or other 
“terminable interest.” 


Marital deduction; remainder 
payable to “next of kin”. No marital 
deduction is allowable under sec- 
tion 2056 of the Code for the resi- 
due of the estate of a decedent that 
passes to a trust under the terms 
of which the decedent’s surviving 
spouse will receive the trust in- 
come for life and the trust remain- 
der is payable at the spouse’s 
death to the “next of kin’’ of the 
spouse. 


Rev. Rul. 77-170 


Advice has been requested whether 


a marital deduction is allowable 
under section 2056 of the Internal 
Revenue Code of 1954 if the residue 
of the estate of a decedent passes to 
a trust under the terms of which the 
decedent’s surviving spouse will re- 
ceive the trust income for life and the 
trust remainder is payable at the 
spouse’s death to the “next of kin” of 
the spouse. 

The will of a decedent provides 
that the residue of the estate shall be 
held in trust until the death of the 
decedent’s surviving spouse, at which 
time the trust will terminate and its 
assets distributed to the “next of kin” 
of the surviving spouse. Trust income 
is payable to the surviving spouse for 
life. 

Section 2056(a) of the Code pro- 
vides for a deduction, for Federal 
estate tax purposes, of an amount 
equal to the value of any interest in 
property passing from a decedent to 
the decedent’s surviving spouse. How- 
ever, the deduction is not allowable, 
under section 2056(b) (1), if the sur- 
viving spouse receives an interest in 
property that will terminate or fail 
upon the occurrence of an event or 
contingency and any person other 
than the surviving spouse also re- 
ceives from the decedent an interest 
in the same property so that the other 
person may enjoy the property after 
the spouse’s interest has terminated. 

Under section 2056(d) of the Code 
(section 2056(e) prior to enactment 
of the Tax Reform Act of 1976), if 
a life interest coupled with a power 
of appointment in the surviving 
spouse (described in paragraphs (5) 
and (6) of section 2056(b)) is not 
involved, an interest in property is 
considered as passing to a person 
other than the surviving spouse if it 
is not possible to ascertain, at the 
decedent’s death, the particular per- 
son or persons who will receive the 
interest. 

Under section 20.2056(e) -2(b) (2) 
(ii) of the Estate Tax Regulations, if 
property is devised to a surviving 
spouse for life with remainder to the 





estate of the surviving spouse, the 
entire property is considered to have 
passed to the spouse. 

See also, Rev. Ruls. 68-554, 1968-2 
C.B. 412, and 72-333, 1972-2 CB. 
530, with respect to allowance of the 
deduction where an “estate trust” is 
created for the benefit of the dece- 
dent’s surviving spouse. 

The marital deduction is allowable 
where the remainder is payable, after 
a surviving spouse’s life estate termi- 
nates, to the spouse’s estate because 
the remainder (as well as the life 
estate) is subject to the unbridled 
control of the spouse whose will pre- 
scribes its devolution. In the present 
case, the remainder cannot be dis- 
tributed to whomever the spouse de- 
sires; it must pass to the spouse's 
“next of kin.” Therefore, the dece- 
dent’s spouse received a terminable 
interest in property in which other 
persons also received an_ interest. 
Those persons, the spouse’s “next of 
kin,’ will enjoy the property after 
the death of the spouse as a result of 
their designation as recipients of the 
trust remainder. 

Accordingly, pursuant to section 
2056(b) (1) of the Code, the marital 
deduction is not allowable with re- 
spect to the interest of the surviving 
spouse in the residue of the decedent's 
estate. 


26 CFR 20.2056(b)-5: Marital deduction; 
life estate with power of appointment in 
Surviving spouse. 

Marital deduction; life estate 
with power to use and dispose of; 
Virginia. A bequest of a life estate, 
not in trust, in favor of the surviv- 
ing spouse coupled with the unre- 
stricted power to consume and dis- 
pose of the property, with any re- 
mainder at the death of the spouse 
passing to others specified in the 
will, is an unrestricted power of ap- 
pointment under Virginia law and 
the estate is entitled to a marital 
deduction under section 2056(b)(5) 
of the Code for the value of the be- 
quest. 
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Rev. Rul. 77-30 


Advice has been requested whether 
a bequest to decedent’s surviving 
spouse of a life estate (not in trust) 
coupled with an unrestricted power 
to consume and dispose of the property 
falls within the scope of section 2056 
(b) (5) of the Internal Revenue Code 
of 1954, under the circumstances de- 
scribed below. 


The decedent, A, a lifelong resident 
of Virginia, died testate on March 10, 
1975, survived by a spouse, B, and two 
children, C and D. A’s will contained 
the following pertinent provision: 


I devise and bequeath all my personal 
estate, both tangible and intangible, to my 
spouse, B, for life with the full power and 
right of B to sell, use and dispose of as 
much of the corpus of said personal estate 
as well as the income therefrom as B may 
desire, and whatever remains of my said 
personal estate after the death of my said 
spouse, B, the same shall go to my two 
children, C and D, equally, share and 
share alike. 


Section 2056(b)(1) of the Code 
excludes terminable interests from the 
benefits of the marital deduction pro- 
vided by section 2056(a). Section 
2056(b) (5) provides an exception to 
section 2056(b) (1) as follows: 


Life Estate with Power of Appointment 
in Surviving Spouse.—In the case of an 
interest in property passing from the dece- 
dent, if his surviving spouse is entitled for 
life to all the income from the entire inter- 
est, or all the income from a specific por- 
tion thereof, payable annually or at more 
frequent intervals, with power in the sur- 
viving spouse to appoint the entire interest 
or such specific portion (exercisable in 
favor of such surviving spouse, or of the 
estate of such surviving spouse, or in favor 
of either, whether or not in each case the 
power is exercisable in favor of others), 
and with no power in any other person to 
appoint any part of the interest, or such 
specific portion, to any person other than 
the surviving spouse— 

(A) the interest or such portion thereof 
so passing shall, for purposes of subsection 
(a), be considered as passing to the sur- 
viving spouse, and 

B) no part of the interest so passing 
shall, for purposes of paragraph (1) (A), 
be considered as passing to any person 
other than the surviving spouse. 


This paragraph shall apply only if such 
power in the surviving spouse to appoint 
the entire interest, or such specific portion 
thereof, whether exercisable by will or dur- 


ing life, is exercisable by such spouse alone 
and in all events. 


Five requirements that must be met 
before a bequest can qualify for a 
marital deduction under section 2056 
(b) (5) of the Code have been ex- 
tracted from that section and formal- 
ized in section 20.2056(b)-5(a) of the 
Estate Tax Regulations. Of relevance 
to the instant case are the third and 
fourth requirements, that specify: 


(3) The surviving spouse must have the 
power to appoint the entire interest or the 
specific portion to either herself or her 
estate. 

(4) The power in the surviving spouse 
must be exercisable by her alone and 
(whether exercisable by will or during life) 
must be exercisable in all events. 


Section 20.2056(b)-5(g) (2) of the 


° 


regulations elaborates on the quan- 
tum of power that is needed to satisfy 
the third requirement. It reads, in 
part: 


The power of the surviving spouse must 
be a power to appoint the entire interest 
or a specific portion of it as unqualified 
owner (and free of the trust if a trust is 
involved or free of the joint tenancy if a 
joint tenancy is involved) or to appoint 
the entire interest or a specific portion of 
it as a part of her estate (and free of the 
trust if a trust is involved) that is, in 
effect, to dispose of it to whomever she 
pleases * * * 


Furthermore, section 20.2056(b)-5 
(g) (3) of the regulations states: 


* * * In order for a power of invasion to 
be exercisable in all events, the surviving 
spouse must have the unrestricted power 
exercisable at any time during her life to 
use all or any part of the property subject 
to the power, and to dispose of it in any 
manner, including the power to dispose 
of it by gift (whether or not she has power 
to dispose of it by will). 


In determining whether the above 
conditions are satisfied, section 20. 
2056(b)-5(e) of the regulations pro- 
vides that “regard is to be had to the 
applicable provisions of the law of the 
jurisdiction under which the interest 
passes * * *.” As pointed out in 
Morgan v. Commissioner, 309 US. 
78 (1940), 1940-1 C.B. 229: “State 
law creates legal interests and rights. 
The federal revenue acts designate 
what interests or rights, so created, 
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shall be taxed.” Thus, since A’s will 
was executed and probated in Vir- 
ginia, the law of Virginia determines 
the nature and extent of the property 
interest passing to B under the will. 


At common law, under the doctrine 
of May v. Joynes, 61 Va. (20 Gratt.) 
692 (1871), when property is devised 
or bequeathed to a person for life with 
a subsequent limitation over of what 
remains at the first taker’s death, and 
afterward there is given to the first 
taker an unlimited and unrestricted 
power of absolute disposal, the de- 
vise or bequest to the first taker is 
construed to pass a fee. The intent of 
the testator is thus ignored, and any 
remainder over is considered void. To 
abrogate the May v. Joynes decision, 
the Virginia legislature added section 
5147 to the 1919 Code of Virginia, 
now section 55-7 of the 1950 Code. 
That section provides as follows: 


55-7. Power of disposal in life tenant 
not to defeat remainder unless exercised.— 
If any interest in or claim to real estate or 
personal property be disposed of by deed 
or will for life, with a limitation in re- 
mainder over, and in the same instrument 
there be conferred expressly or by impli- 
cation a power upon the life tenant in his 
lifetime or by will to dispose absolutely of 
such property, the limitation in remainder 
over shall not fail, or be defeated, except 
to the extent that the life tenant shall have 
lawfully exercised such power of disposal. 
A deed of trust or mortgage executed by 
the life tenant shall not be construed to be 
an absolute disposition of the estate thereby 
conveyed, unless there be a sale there- 
under. (Code 1919, sec. 5147.) 


The effect of this statute is to validate 
the remainder to the extent that the 
life tenant has not disposed of it. It in 
no way restricts the power of disposal 
of the life tenant. Christian v. Wilson, 
153 Va. 614, 151 S.E. 300 (1930), 
Southworth v. Sullivan, 162 Va. 325, 
173 S.E. 524 (1934). Now, the gift 
over is validated where the first taker 
is given an express estate for life, 
coupled with the power of absolute 
disposition. Borum v. National Valley 
Bank of Staunton, 195 Va. 899, 80 
S.E. 2d 594 (1954). In Borum the 
court stated that under section 55-7, 
Code of Virginia, “* * * that which 
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was void for repugnancy and uncer- 
tainty under the doctrine of May v. 
Joynes*** is made valid.” 


In Borum, a codicil to the dece- 
dent’s will provided, “I will, bequeath 
and devise all of my property, per- 
sonal, real and mixed to my wife for 
and during her natural life with full 
power and authority to consume or 
dispose or sell and convey all or any 
of said property as she may see fit in 
her sole discretion and any of said 
property real or personal that may 
remain in her possession at the time 
of her death, I will * * * [to other 
named individuals]. In construing 
the intent of the decedent, the court 
stated that the language of the codi- 
cil pointed— 


* * * unerringly to the intention of the 
testator, not to vest in his widow the fee 
simple and absolute ownership in_ his 
estate, but to give her a life estate only, 
coupled with the absolute power of dis- 
posal. The limitation over failed only “to 
the extent that the life tenant lawfully exer- 
cised” her power of disposal. The property 
which remained at her death constituted 
a gift to his heirs, validated under section 
55-7. To construe the will otherwise would 
destroy the testator’s whole plan and pur- 
pose. 


In Rawlings v. Briscoe, 214 Va. 44, 
197 S.E. 2d 211 (1973), the court con- 
sidered a different problem under 
similar will language. In Rawlings, 
the decedent’s will provided, “All the 
rest and residue of my property * * * 
I give, devise and bequeath unto my 
beloved mother * * * for and during 
her natural lifetime, and upon her 
death * * * I give, devise and be- 
queath the remainder thereof [to 
named individuals].”” The will further 
provided, “In the event my said moth- 
er should survive me and be entitled to 
a life estate, * * * I authorize and 
empower her to sell any or all of the 
said residue at her discretion and use 
any part of the principal that may be 
necessary for her care and mainte- 
nance.” Subsequently, the life tenant 
gave a substantial portion of the 
property to her grandchild. At the 
death of the life tenant, the gift was 
challenged on the ground that the 


292 


life tenant was empowered to sell the 
property and use the proceeds only 
if necessary for her care and mainte- 
nance. The Supreme Court of Vir- 
ginia, in upholding the gift to the 
grandchild, ruled that the life tenant’s 
authority to sell the property at her 
discretion gave “her absolute dominion 
over the subject property with full 
power of disposition.” The court add- 
ed that the language concerning her 
“care and maintenance” merely ex- 
pressed a motive for the devise and 
did not limit her power to dispose of 
the property. 

In First Virginia Bank v. United 
States, 490 F. 2d 532 (4th Cir. 1974), 
the Fourth Circuit Court of Appeals 
came to the same conclusion in con- 
struing Virginia law as it applies to a 
power of appointment. In this case, 
the court held, with respect to a be- 
quest of stock with the “right to dis- 
pose, sell, trade or use during her 
lifetime for her comfort and care as 
she may see fit,” that the life tenant’s 
power to consume the proceeds from 
the sale of the stock” was not limited 
by state law to an ascertainable stand- 
ard relating to her health, support, or 
maintenance.” 490 F.2d, at 535. 

Thus, in the instant case, under 
Virginia law, the dispositive provision 
in A’s will granted to B a life estate 
(not in trust) in all of A’s personal 
property, coupled with the unre- 
stricted power to consume, sell, and 
give away as much of the property as 
B may desire. Accordingly, A’s estate 
is entitled to a marital deduction for 
the value of the bequest to B under 
the provisions of section 2056(b) (5) 
of the Code and the regulations there- 
under. See Horner v. United States, 
Civil No. 75-40-D (S.D. Iowa, June 8, 
1976); McGehee v. Commissioner, 
260 F. 2d 818 (5th Cir. 1958) (on 
rehearing). Cf. Rev. Rul. 55-518, 
1955-2 C.B. 384, involving a life 
estate in trust with an unrestricted 
power to use, consume, and dispose of 
the trust property. 

Further, the value of any uncon- 
sumed portion of the property at B’s 





death is includible in B’s gross estate 
under section 2041 of the Code. Rey. 
Rul. 69-342, 1969-1 C.B. 221. 





Chapter 12.—Gift Tax 
Subchapter B.—Transfers 





Section 2511.—Transfers In 
General 

26 CFR 25.2511-1: Transfers in general. 
(Also Section 2036; 20.2036-1.) 

Life insurance proceeds; simul- 
taneous deaths of spouses. An in- 
dividual who owned an insurance 
policy on his spouse’s life naming 
the trustee of a living trust as bene- 
ficiary, and who pursuant to local 
law was presumed to have survived 
his spouse when they died simul- 
taneously, is deemed to have made 
a gift of the insurance proceeds to 
the trustee subject to the provi- 
sions of section 2501 of the Code 
and such proceeds are also includ- 
ible in his gross estate under 
section 2036. 


Rev. Rul. 77-48 


Advice has been requested as to the 
Federal gift and estate tax conse- 
quences in the following situation 
where an individual owned an acci- 
dental death insurance policy on the 
life of the individual’s spouse and both 
individuals died under circumstances 
where there was no evidence that they 
died otherwise than simultaneously. 

A, and A’s spouse, B, were domi- 
ciled in and died in State X. On Janu- 
ary 1, 1975, B established an irrevoca- 
ble living trust and named Bank Y as 
trustee. Under the terms of the trust, 
the income is payable to B for life. At 
B’s death the income is payable to A 
for life. At the death of A, the corpus 
of the trust is payable to the issue of 
A and B. The trust instrument pro- 
vides that the trust is to be admin- 
ister under the laws of State X. If A 
and B die under circumstances where 
there is no sufficient evidence that they 
have died otherwise than simultane- 
ously, however, the trust provides that 
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for the purposes of the trust agreement 
A is presumed to have survived B. 

A purchased a 100x dollar acci- 
dental death insurance policy on the 
life of B. The policy had no cash 
value. The beneficiary designated un- 
der the terms of the policy was Bank 
Y under the trust agreement dated 
January 1, 1975, but A retained the 
power to change the beneficiary. 

On January 1, 1976, A and B died 
in circumstances where there was no 
evidence that they died otherwise 
than simultaneously. 

The local law of State X pertain- 
ing to simultaneous deaths follows the 
provisions of the Uniform Simultane- 
ous Death Act. The general rule under 
the local law is that when the title 
to property or the devolution thereof 
depends upon priority of death and 
there is no sufficient evidence that the 
persons have died otherwise than 
simultaneously, the property of each 
person shall be disposed of as if each 
person had survived, except as pro- 
vided otherwise in the Act. The rule 
pertaining to insurance policies pro- 
vides that when the insured and the 
beneficiary in a policy of life or ac- 
cident insurance have died and there 
is no sufficient evidence that they have 
died otherwise than simultaneously, 
the proceeds of the policy shall be 
distributed as if the insured had sur- 
vived the beneficiary. The local law 
provides, however, that the above rules 
shall not apply in the case of wills, 
living trusts, deeds, or contracts of 
insurance, or any other situation where 
provision is made for distribution of 
property different from the provisions 
of the Act, or where provision is made 
for a presumption as to survivorship 
which results in a distribution of prop- 
erty different from the provisions of 
the Act. 

The questions presented are (1) 
whether, for Federal gift tax purposes, 
A made a gift of the insurance pro- 
ceeds to ihe trust; and (2) whether, 
for Federal estate tax purposes, any 
portion of the insurance proceeds is 
includible in A’s gross estate. 


Section 2501 of the Code imposes 
a tax on the transfer of property by 
gift during a calendar quarter by any 
individual. Section 2511 provides that, 
subject to certain limitations, the gift 
tax applies whether the transfer is in 
trust or otherwise, direct or indirect, 
and whether the property transferred 
is real or personal, tangible or in- 
tangible. 

Section 25.2511-1(c) of the Gift 
Tax Regulations provides that: 


* * * all transactions whereby property 
or property rights or interests are gratui- 
tously passed or conferred upon another, 
regardless of the means or device employed, 
constitute gifts subject to tax. * * * 


Section 25.2511-1(e) of the regu- 
lations provides that: 


If a donor transfers by gift less than his 
entire interest in property, the gift tax is 
applicable to the interest transferred. * * * 


Section 25.2511-2(b) of the regula- 
tions provides, in part, as follows: 


As to any property, or part thereof or 
interest therein, of which the donor has so 
parted with dominion and control as to 
leave him no power to change its disposi- 
tion, whether for his own benefit or for the 
benefit of another, the gift is complete. 


Section 25.2511-2(f) of the regula- 


tions provides that: 


The relinquishment or termination of a 
power to change the beneficiaries of trans- 
ferred property, occurring otherwise than 
by the death of the donor (the statute be- 
ing confined to transfers by living donors), 
is regarded as the event which completes 
the gift and causes the tax to apply. * * * 


Section 25.2512-1 of the regula- 
tions, pertaining to the valuation of 
gifts, provides, in part: 


The value of property is the price at 
which such property would change hands 
between a willing buyer and a willing 
seller, neither being under any compul- 
sion to buy or to sell, and both having rea- 
sonable knowledge of relevant facts. * * * 
All relevant facts and elements of value as 
of the time of the gift shall be considered. 


Section 25.2512-9(a)(1) of the 
regulations provides, in part: 


Where the donor transfers property in 
trust or otherwise and retains an interest 
therein, the valuc of the gift is the value 
of the property transferred less the value 
of the donor’s retained interest. 


Section 2511 


Section 25.2512-9 provides actuarial 
tables for the valuation of annuities, 
life estates, terms of years, remainders, 
and reversionary interests, transferred 
after December 31, 1970. 

As pointed out in Morgan v. Com- 
missioner, 309 U.S. 78 (1940), 1940-1 
C.B. 229: “State law creates legal in- 
terests and rights. The federal revenue 
acts designate what interests or rights, 
so created, shall be taxed.” Applying 
this principle in the instant case, A’s 
initial designation of Bank Y as the 
beneficiary of the insurance proceeds 
upon the death of B was not a trans- 
fer of any interest in the insurance pro- 
ceeds at the time of designation. A 
retained ownership of the insurance 
policy and at any time until the death 
of either A or B, A had the power to 
change the designation of beneficiary 
to anyone else. Thus, at most, the 
original designation of Bank Y as bene- 
ficiary of the insurance proceeds was 
an incomplete transfer of property 
within the meaning of section 25.251 1- 
2(b) of the regulations. However, 
since under the applicable state law, 
A, as the owner of the insurance pol- 
icy, is deemed to have survived B (the 
insured), A’s power to change the 
beneficiary terminated at B’s death 
and the insurance proceeds become ir- 
revocably payable to Bank Y. In Good- 
man v, Commissioner, 156 F. 2d 218 
(1946), the Second Circuit held that 
under similar circumstances, a gift be- 
came complete upon the termination 
of a power to revoke a trust where a 
taxpayer made a gift in trust of her 
interest in certain insurance policies 
on the life of her husband which he- 
came irrevocable upon the death of 
her husband. Accordingly, at B’s death 
A made a completed transfer of prop- 
erty within the meaning of section 
2511 of the Code that is subject to the 
Federal gift tax under section 2501. 

Since A is deemed to have survived 
B and thus A became the life tenant 
with respect to the property that A 
transferred to the trust, A’s retained 
life interest in the transferred property 
(not subject to the gift tax) would 
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Section 2511 


ordinarily be ascertained by using the 
actuarial factors set forth in section 
25.2512-9 of the regulations. However, 
because A survived B for only a theo- 
retical instant, the valuation of A’s re- 
tained life estate does not lend itself to 
a mere mechanical application of ac- 
tuarial factors. Rather, A’s retained 
life estate should be valued in accord- 
‘ance with the general rules for the 
valuation of property exchanged be- 
tween a willing buyer and a willing 
seller, both having reasonable knowl- 
edge of all relevant facts, as provided 
in section 25.2512-1 of the regulations 
In Estate of Lion v. Commissioner, 
438 F. 2d 56 (4th Cir. 1971), a hus- 
band and wife were both killed in an 
airplane crash under circumstances 
where there was no sufficient proof to 
determine the order of their deaths. 
The husband’s will stated a presump- 
tion of his wife’s survivorship in the 
event of simultaneous deaths, or 
deaths under circumstances making 
proof of order of their deaths insuffi- 
cient. In denying the wife’s estate a 
credit under section 2013 of the Code 
for taxes paid on a prior transfer of 
property, the court stated that where 
at the time of the transferor’s death 
it would have been unmistakable to 
one in possession of the facts that the 
transferee’s life would be radically 
shorter than predicted in actuarial 
tables, the value of the transferred life 
estate may be reduced. On this reason- 
ing, the court held that any life inter- 
est received by the transferee termi- 
nated moments after it vested, if it did 
vest, and therefore its value was prop- 
erly determined to be zero, and it was 
unnecessary to apply actuarial tables. 
The above reasoning is equally ap- 
plicable here since the Federal estate 
and gift tax are “in pari materia and 
must be construed together’ (Sanford 
v. Commissioner, 308 U.S. 39 (1939), 
1939-2 C.B. 340). Therefore, since A’s 
retained life estate in the trust had a 
zero value, the amount of A’s gift is 
100x dollars, the value of the insur- 
ance proceeds paid to Bank Y. 
Considering the Federal estate tax 
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consequences of the instant case, sec- 
tion 2036 of the Code provides, in 
part, as follows: 


The value of the gross estate shall in- 
clude the value of all property to the 
extent of any interest therein of which the 
decedent has at any time made a transfer 
(except in case of a bona fide sale for an 
adequate and full consideration in money 
or money’s worth), by trust or otherwise, 
under which he has retained for his life 
or for any period not ascertainable with- 
out reference to his death or for anv peried 
which does not in fact end before his 
death— 

(1) the possession or enjoyment of, or 
the right to the income from, the property, 
* *& 


Section 20.2036-1(a) of the Estate 
Tax Regulations provides, in part, as 
follows: 


If the decedent retained or reserved an 
interest or right with respect to all of the 
property transferred by him, the amount to 
be included in his gross estate under sec- 
tion 2036 is the value of the entire prop- 
erty, less only the value of any outstanding 
income interest which is not subject to the 
decedent’s interest or right and which is 
actually being enjoyed by another person 
at the time of the decedent’s death. 

A transfer of property will be tax- 
able under section 2036 of the Code if 
the transferor retains either the os- 
session or enjoyment of, or the right to 
the income from, the property for life 
or the equivalent statutory period. The 
transferred property does not have to 
actually produce any income, or be ac- 
tually enjoyed by the transferor in or- 
der to be taxable. All that is required 
is that the transferor retain the “right” 
to the income from, or the possession 
or enjoyment of, the transferred prop- 
erty. 

For Federal tax purposes, one who 
contributes property to a trust created 
by ancther is the real grantor of the 
trust to the extent of the contributions 
made. In a case where such a contrib- 
utor is also a beneficiary, the contrib- 
utor is considered as having retained 
or reserved the interests and powers 
given to the contributor/beneficiary 
under the terms of the trust. Rev. Rul. 
55-683, 1955-2 C.B. 603. See Estate of 
Dora N. Marshall, 51 T.C. 696 
(1969), where, as restitution for a 


prior debt owed to the decedent by the 
decedent’s spouse, the decedent’s 
spouse transferred securities to certain 
trusts and gave the decedent a life in- 
come interest therein. ‘The Tax Court 
held that in substance and practical 
effect the decedent had transferred the 
property to the trusts to the extent of 
the decedent’s claim for restitution 
against the spouse. The transaction, 
therefore, constituted a transfer by the 
decedent with a retained life income 
interest within the meaning of section 
2036 of the Code. See also, Farmers 
and Merchants Bank of Los Angeles v. 
United States, 125 F. Supp. 587 (S.D. 
Cal. 1954), where the decedent was 
held to be the trustor or settlor of 
three trusts created by the decedent's 
child to the extent of the value of the 
property transferred to the trusts by 
the decedent. Under the terms of the 
trusts, the decedent had life income in- 
terests and as a result the value of the 
properties so transferred was included 
in the decedent’s gross estate pursuant 
to section 811(c) of the Internal Rev- 
enue Code of 1939 (the predecessor to 
section 2036 of the Code). 

At the death of B, the proceeds of 
the insurance policy on the life of B 
passed to the trust that B established. 
A, as purchaser and owner of the in- 
surance policy, was the grantor of the 
trust to the extent of the value of the 
proceeds of 100x dollars. Under the 
local law and the terms of the trust, A 
is deemed to have survived B for the 
purposes of distributing the income of 
the trust. Consequently, for the theo- 
retical instant during which A survived 
B, A possessed the right to the income 
from the trust for life. 

Accordingly, for the purposes of sec- 
tion 2036 of the Code, to the extent of 
the value of the insurance proceeds, A 
made a transfer in trust under the 
terms of which A retained for life, or 
for a period not ascertainable without 
reference to A’s death, or for a period 
which did not in fact end before A’s 
death, the right to the income from 
such transferred property. Therefore, 
the value of the insurance proceeds of 
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100x dollars is includible in A’s gross 
estate. 


26 CFR 25.2511-1: Transfers in general. 


Remainder interest in trust; 
value not ascertainable. A trust pro- 
vision that capital gains from the 
sale or exchange of trust assets 
shall be allocated to income and 
that capital losses shall be allo- 
cated to principal renders a donor’s 
reversionary interest incapable of 
valuation and the entire value of 
property transferred in trust is sub- 
ject to gift tax. 


Rev. Rul. 77-99 


The Internal Revenue Service has 
been asked to state its position under 
the rationale of Rev. Rul. 76-275, 
1976-2 C.B. 299, with respect to a 
ten year and ten day gift of an in- 
come interest in trust, with reversion 
of the principal to the grantor or the 
grantor’s estate, when the governing 
trust instrument provides that “All 
receipts derived from sale or exchange 
of assets subject to this Trust to the 
extent such receipts constitute capital 
gain for federal income tax purposes 
shall be allocated to income and capi- 
tal losses shall be allocated to prin- 
cipal.” 

If a donor’s reversionary interest is 
preceded by contingencies with respect 
to the disposition of the corpus of a 
trust that render the reversionary in- 
terest incapable of valuation, the 
Supreme Court has held that the 
donor may not reduce the value of the 
gift by taking into account the donor’s 
reversionary interest. Robinette v. 
Helvering, 318 U.S. 184(1943), 1943 
C.B. 1141. 


If the applicable state law provides 
that a portion of all receipts from oil 
and gas interests is considered to be 
principal and not income, Rev. Rul. 
76-275 concludes that the entire value 
of property transferred in trust is sub- 
ject to the gift tax with respect to a 
ten year and one day income interest 


in trust with reversion of the principal 
to the grantor or the grantor’s estate, 
when the trust instrument gives the 
trustee absolute discretion to allocate 
all proceeds from the sale of any 
minerals to income. The effect of such 
discretionary power is to make it pos- 
sible for the trustee to distribute the 
entire principal of the trust as income 
so that the donor’s retained interest 
cannot be valued on the basis of 
generally acceptable valuation princi- 
ples. 

Held, when a trust instrument pro- 
vides that capital gains from the sale 
or exchange of trust property must be 
allocated to income and capital losses 
from the sale or exchange of trust 
property must be allocated to princi- 
pal, then under the rationale of Robin- 
ette v. Helvering, cited above, and 
Rev. Rul. 76-275, the entire value of 
property transferred in trust is subject 
to the gift tax under section 2511 of 
the Code and section 25.2511-1(e) of 
the Gift Tax Regulations. 


26 CFR 25.2511-1: Transfers in general. 
Rev. Rul. 77-131 


In February 1974, a donor con- 
tributed $3,000 to each of several po- 
litical committees supporting the same 
candidates. The multiple committees 
were not validly “separate” as that 
term is used in Rev. Rul. 72-355, 
1972-2 C.B. 532, as amplified by Rev. 
Rul. 74-199, 1974-1 C.B. 285, and, 
therefore, not recognizable as separate 
donees for purposes of the gift tax 
exclusion allowable under section 
2503(b) of the Internal Revenue 
Code of 1954. 

Held, the transfers to the multiple 
committees were completed and tax- 
able gifts under section 2511 of the 
Code, notwithstanding that the donee 
committees were found not valid for 
purposes of qualifying the transfers 
for the annual exclusion. Rev. Rul. 
72-583, 1972-2 C.B. 534. 


Section 2512 


Section 2512.—Valuation of 
Gifts 

26 CFR 25.2512-9: Valuation of annuities, 
life estates, terms for years, remainders, and 
reversions transferred after December 31, 


1970. 
(Also Section 2031; 20.2031-10.) 


Income interest in trust; valua- 
tion. The valuation method employ- 
ing an annual interest rate of 6 
percent prescribed in sections 
20.2031-10(a)(1) and 25.2512-9 
(a)(1)(i) of the regulations may not 
be disregarded with respect to a 
bequest or gift of an income inter- 
est in trust solely because the stock 
constituting the entire corpus of 
the trust has for the preceding ten 
years paid an average dividend 
yielding only 3 percent. 


Rev. Rul. 77-195 


Advice has been requested whether 
the valuation method employing an 
annual interest rate of 6 percent pre- 
scribed in section 25.2512-9(a) (1) (i) 
of the Federal Gift Tax Regulations 
may be disregarded with respect to a 
gift of an income interest in trust if 
the corpus of the trust is generating 
an annual yield of less than 6 percent. 


On June 30, 1975, A transferred 
1,000 shares of common stock of Y 
Company, a publicly owned corpora- 
tion, in trust for the benefit of B. 
Under the terms of the trust, all trust 
income is to be paid to B until death. 
Upon B’s death, the trustee is directed 
to distribute the trust principal to A 
or A’s estate. The trust agreement pro- 
hibits the trustee from exchanging, 
selling, pledging or otherwise trans- 
ferring or disposing of any of the trust 
assets. 

At the date of the creation of the 
trust, there were 900,000 outstanding 
shares of Y Company common stock. 
For each of the ten years preceding 
1975, Y Company paid an average 
dividend of 3 percent on its common 
stock. A had no control, either directly 
or indirectly, over the operation of Y 
Company. 








Section 2512 


Section 2512 of the Internal Reve- 
nue Code of 1954 provides that if the 
gift is made in property, the value 
thereof at the date of the gift shall be 
considered the amount of the gift. 
With respect to annuities, life estates, 
terms for years, remainders, and rever- 
sions transferred in trust or otherwise 
after December 31, 1970, section 
25.2512-9 of the Gift Tax Regulations 
prescribes a method of valuation in- 
corporating the use of actuarial factors 
computed on the basis of interest at 
the rate of 6 percent a year, com- 
pounded annually. Section 20.2031-10 
of the Estate Tax Regulations pre- 
scribes a similar method of valuation 
for estate tax purposes. 


The valuation of partial interests in 
property by use of the actuarial tables 
found in the regulations has been 
sanctioned and upheld by the Supreme 
Court. Simpson v. United States, 252 
U.S. 547 (1920), I-1 C.B. 417; Ithaca 
Trust Co v. United States, 279 US. 
151 (1929), VIII-1 C.B. 313. Al- 
though actuarial tables cannot accu- 
rately predict the value of a life estate 
or a remainder interest in any particu- 
lar case they generally prove to be ac- 
curate when used in a great number 
of cases. In Irma E. Green, 22 T.C. 
728 (1954), the court said at page 
732: 


We must keep in mind the fact that the 
valuation of life and remainder interests 
presents a difficult problem, seldom, if ever, 
to be answered with exactness or precision. 
From the administrative perspective, and 
in the interests of the convenience of tax- 
payers, a technique of general application, 
which is practical and workable and usu- 
ally effects results which are broadly equita- 
ble, is to be encouraged. * * * To avoid 
introducing unnecessary complexity and 
confusion into this broad and active field, 
we take the view that the method pre- 
scribed in the regulations is to be followed 
unless the facts present a substantial reason 
for departure therefrom. See McMurtry v. 
Commissioner, 203 F. 2d 659 (lst Cir. 
1953). 


Recognizing that valuation of indi- 
vidual life interests by the tables is at 
best a matter of educated guesswork, 
the court in McMurtry v. Commis- 
sioner, cited above, concluded that the 


“tables which have enjoyed such wide- 
spread and longstanding use should 
not be rejected as wholly unreasonable, 
even though they may perhaps be sus- 
ceptible of minor improvements in par- 
ticular respects.” While the use of the 
tables may seldom accurately predict 
the value in a particular situation, they 
do prove to be accurate when used in 
a great number of instances. Hipp v. 
United States, 215 F. Supp. 222 
(W.D.S.C. 1962) And “the United 
States is in business with enough dif- 
ferent taxpayers so that the law of 
averages has ample opportunity to 
work.” Gelb v. Commissioner, 298 
F. 2d 544 (2nd Cir. 1962). 

The courts are willing, however, to 
disregard the actuarial tables if it can 
be clearly shown that the particular 
facts of a case demand different treat- 
ment. In Hanley v. United States, 63 
F. Supp. 73 (Ct. Cl. 1945), the dece- 
dent created a revocable trust in which 
the decedent’s surviving spouse had a 
life estate The remainder was to be 
paid to an educational institution. At 
the date of the death of the decedent, 
approximately 76 percent of the trust 
corpus was invested in municipal and 
government bonds with a fixed rate of 
return. The average annual yield on 
all the corpus was 3.09 percent. Under 
the terms of the trust, the power and 
authority of the trustees to sell, ex- 
change or otherwise convert the corpus 
was severely restricted inasmuch as any 
sale proceeds were to be reinvested in 
municipal and government bonds. The 
court held that since it was reasonable 
to expect that the future rate of return 
from the trust assets would be sub- 
stantially less than the rate prescribed 
by the table in the regulations, the use 
of such table would produce a result 
substantially at variance with the facts. 
Thus, the expected rate of return could 
be used in valuing the life estate. 

In Carl E. Weller, 38 T.C. 790, 
(1962), acq., 1963-1 C.B. 4, a case in- 
volving the value of gifts of the right 
to receive income from a partnership 
interest transferred in trust for a stated 
period where the corpus of the trust 


was to revert to the settlors upon the 
termination of the trust, the court held 
that the method of valuation pre- 
scribed in the regulations must be fol- 
lowed “unless it is shown that the re- 
sult is so unrealistic and unreasonable 
that either some modification in the 
prescribed method should be made, or 
complete departure from the method 
should be taken, and a more reason- 
able and realistic means of determin- 
ing value is available.” 

In Elsie McK. Morgan, 42 T.C. 
1080 (1964), aff'd, 353 F. 2d 209 (4th 
Cir. 1965), the taxpayers, who owned 
99 percent of the voting stock of a 
closely-held unlisted corporation, trans- 
ferred shares of nonvoting common 
stock to a trust that they created in 
1958. Their sons were named trustees 
of the trust. The income from the trust 
was to be paid to a previously created 
charitable trust for 20 years, with the 
remainder payable to the heirs of the 
taxpayers. The trust deed contained 
no provision guaranteeing income to 
the charity, the existence of such in- 
come being entirely dependent upon 
payment of dividends by the closely- 
held corporation. Even though the 
corporation had made substantial 
earnings for a considerable period of 
time, it had declared dividends on the 
common stock in only 2 of the last 11 
years preceding 1958. In denying the 
claimed charitable deduction, the 
court held that where transferred 
propery may yield no income at all or 
the income is definitely determinable 
by other means, the actuarial tables 
are not applicable. See also Stark v. 
United States, 477 F. 2d 131 (8th Cir. 
1973). 

The actuarial tables and rate of in- 
terest prescribed in the Estate and 
Gift Tax Regulations were adopted as 
an administrative convenience for both 
the government and taxpayers and 
were designed to avoid the expense 
and delay which would result if every 
case were resolved on an ad hoc basis. 
While the actuarial tables and the 
prescribed rate of interest can seldom 
predict accurately the value of an in- 
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come interest in a particular case, 
their use will, over the long run, aver- 
age out. Nevertheless, departure from 
strict application of the tables is per- 
missible in exceptional cases where use 
of the tables would violate reason and 
fact; for example, where transferred 
property may yield no income at all 
or the income is definitely determina- 
ble by other means. 

In this case, the only evidence avail- 
able to predict the amount of future 
income from the trust assets is the past 
dividend paying history of Y Com- 
pany. While average dividends of 3 
percent a year have consistently been 
paid in the past, there is no assurance 
that future cash dividend payments 
will remain fixed at 3 percent inas- 
much as future dividend distributions 
by Y Company will be contingent 
upon continued economic success and 
corporate policy. Thus, this is not a 


.case where application of the tables is 


unrealistic or unreasonable. 

Accordingly, the valuation method 
prescribed in section 25.2512-9(a) 
(1) (i) of the regulations may not ‘be 
disregarded. 
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Section 2522.—Charitable and 
Similar Gifts 
26 CFR 25.2522 (c)-3: Transfers not exclu- 
sively for charitable, etc., purposes in the 
case of gifts made after July 31, 1969. 
(Also Section 2055; 20.2055-2.) 
Charitable remainder trust; 
amendment of governing instru- 
ment. The governing instrument of 
a Charitable remainder trust, not a 
charitable remainder annuity trust, 
a charitable unitrust, ora pooled 
income fund, may not be amended 
under section 2055(e)(3) of the 
Code so as to be treated as such 
a trust, unitrust, or fund from the 
date the trust was initially created 
for purposes of the gift tax charita- 
ble deduction under section 2522. 


Rev. Rul. 77-132 


In computing taxable gifts for a 


C.—Deducti 








calendar quarter, section 2522(a) of 
the Internal Revenue Code of 1954 
provides for a charitable deduction of 
amounts passing to or for the use of 
organizations, persons and purposes 
described in section 2522(a). How- 
ever, with respect to gifts made after 
July 31, 1969, section 2522(c) pro- 
vides that when a donor transfers an 
interest in property (other than a re- 
mainder interest in a personal resi- 
dence or farm or an undivided portion 
of the donor’s entire interest in prop- 
erty) for the benefit of charity and an 
interest in the same property is re- 
tained by the donor or is transferred 
from the donor to a person or for a 
use that does not benefit charity, no 
deduction is allowed with respect to 
the charitable interest unless, in the 
case of a remainder interest, such in- 
terest is in either a charitable remain- 
der annuity trust or a charitable re- 
mainder unitrust (described in sec- 
tion 664) or a pooled income fund 
(described in section 642(c) (5) ), or, 
in the case of any other interest, such 
interest is in the form of a guaranteed 
annuity or a fixed percentage distrib- 
uted yearly of the fair market value 
of the property (determined yearly). 

Section 2055(a) of the Code pro- 
vides, in part, that in determining the 
taxable estate of a decedent, there 
shall be deducted from the value of 
the gross estate the amount of all be- 
quests, legacies or transfers to be used 
exclusively for certain religious, char- 
itable, scientific, literary, or educa- 
tional purposes. 

Section 2055(e) (2) (A) of the Code 
provides that in the case of decedents 
dying after December 31, 1969, no 
charitable deduction is allowable 
where an interest in property passes 
or has passed from the decedent for 
a charitable purpose, and an interest 
in the same property passes or has 
passed for a noncharitable purpose, 
unless in the case of a remainder inter- 
est, such interest is in the form of a 
charitable remainder annuity trust or 
a charitable remainder unitrust (de- 
scribed in section 664) or a pooled in- 
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come fund (described in section 642 
(c) (5)). 

In the event that the charitable in- 
terest created in a will or trust instru- 
ment executed before December 31, 
1977, does not qualify for a deduction 
at the time of the decedent’s death 
because the charitable interest (as de- 
scribed in section 2055(a) of the 
Code) does not meet the requirements 
of section 2055(e)(2)(A), section 
2055(e) (3) ), as amended by section 
1304(a) of the Tax Reform Act of 
1976, Pub. L. 94-455 [1976-3 C.B. 
(Vol. I) 191], provides, in part: 


In the case of a will executed before 
December 31, 1977, or a trust created be- 
fore such date, if a deduction is not al- 
lowable at the time of the decedent’s death 
because of the failure of an interest in 
property which passes from the decedent to 
a person, or for a use, described in sub- 
section (a), to meet the requirements of 
subparagraph (A) of paragraph (2) of 
this subsection, and if the governing instru- 
ment is amended or conformed before 
December 31, 1977, or, if later, on or 
before the 30th day after the date on which 
judicial proceedings begun on or before 
December 31, 1977 (which are required to 
amend or conform the governing instru- 
ment), became final, so that the interest is 
in a trust which is a charitable remainder 
annuity trust, a charitable remainder uni- 
trust (described in section 664), or a 
pooled income fund (described in section 
642(c)(5)), a deduction shall nevertheless 
be allowed. 


The application of section 2055(e) 
(3) of the Code, as amended, is limit- 
ed to the situation where a Federal 
estate tax deduction is not allowable 
because of the failure of a charitable 
interest to meet the requirements of 
section 2055(e) (2) (A). Section 2055 
(e) (3) does not apply to the Federal 
gift tax charitable deduction allowable 
under section 2522. 

Accordingly, an irrevocable trust 
which is not a charitable remainder 
annuity trust, a charitable remainder 
unitrust, or a pooled income fund, 
cannot be amended under the terms 
of section 2055(e) (3) of the Code so 
as to be treated as a charitable re- 
mainder annuity trust, a charitable 
remainder unitrust, or a pooled in- 
come fund, from the date the trust 
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was initially created, for the purposes 
of the Federal gift tax charitable de- 
duction under section 2522, subsec- 
tions (a) and (c), of the Code. 


26 CFR 25.2522(c)-3: Transfers not ex- 
clusively for charitable, etc., purposes in 
the case of gifts made after July 31, 1969. 
Charitable deduction; unitrust 
interest; valuation. An example il- 
lustrates that the allowable annual 
charitable deduction for a unitrust 
interest passing to a qualified char- 
ity under a 10 year and 1 month 
trust will be less if the trust pro- 
vides for payment to the charity of 
the greater of 2 percent net fair 
market value of trust property or 
the trust income than if the trust 
provided for payment limited to a 2 
percent unitrust amount with any 
excess income accumulated. 


Rev. Rul. 77-223 


The Internal Revenue Service has 
been requested to illustrate the method 
of ascertaining the amount of the al- 
lowable charitable deduction under 
section 2522(c) of the Internal Reve- 
nue Code of 1954, in the circumstances 
described below. 


The donor, D, transferred $100,000 
to an irrevocable trust to be in exist- 
ence for a period of 10 years and 1 
month. Under the terms of the trust 
an amount equal to the greater of (1) 
2 percent of the net fair market value 
of the trust property determined an- 
nually, or (2) the income of the trust 
(as described by section 643(b) of 
the Code) shall be paid each year to 
X Charity, a charitable institution as 
described in sections 170(c), 2522(a), 
and 2055(a) of the Code. Distribu- 
tions of the required amount shall 
come first from ordinary income, then 
from capital gains, if any, then from 
the principal of the trust. Upon termi- 
nation of the trust all of the trust 
property shall be paid to the donor, 
if then living, or to the donor’s estate. 

The interest of X Charity in the 
trust qualifies as a “unitrust interest,” 


as defined in section 25.2522(c)-3(c) 
(2) (vi) of the Gift Tax Regulations, 
and a charitable deduction is allow- 
able under section 2522(c)(2)(B) of 
the Code. The question presented con- 
cerns the proper computation of the 
amount of the allowable charitable de- 
duction. 

Section 25.2522(c) -3(c) (2) (vi) (d) 


of the regulations provides as follows: 


Where a charitable interest in the form 
of a unitrust interest is in trust, the gov- 
erning instrument of the trust may provide 
that income of the trust which is in excess 
of the amount required to pay the unitrust 
interest shall be paid to or for the use of 
a charity. Nevertheless, the amount of the 
deduction under section 2522 shall be lim- 
ited to the fair market value of the uni- 
trust interest as determined under para- 
graph (d)(2)(v) of this section. [Empha- 
sis added.] 


Paragraph (d)(2)(v) of section 
25.2522(c)-3 of the regulations pro- 
vides as follows: 


The present value of a unitrust interest 
described in paragraph (c) (2) (vi) of this 
section is to be determined by subtracting 
the present value of all interests in the 
transferred property other than the uwni- 
trust interest from the fair market value 
of the transferred property. [Emphasis 
added.] 


Section 25.2512-9(a)(1)(i) of the 
regulations, pertaining to the valuation 
of annuities, life estates, terms for 
years, remainders, and reversions trans- 
ferred after December 31, 1970, pro- 
vides in part, as follows: 


Where the donor transfers property in 
trust or otherwise and retains an interest 
therein, the value of the gift is the value 
of the property transferred less the value 
of the donor’s retained interest. 


Section 25.2512-9(a)(2) of the 
regulations provides that the present 
value of a reversion dependent on a 
term certain is computed by the use 
of Table B in section 25.2512-9(f). 

Section 25.2512-9(e) of the regula- 
tions provides, in part, that if a special 
factor is required in the case of an 
actual gift, the Commissioner will fur- 
nish the factor to the donor upon re- 
quest. 


Accordingly, the total value of the 


gift made by D, $44,431, is computed 
as follows: 


(1) Fair market value of the 
property transferred to 
thie ist = fi es $100,000 
Multiplied by the factor for 
a reversion to take effect 
at the end of 10 years 
and 1 month (interpo- 
lated from Table B, col- 
umn 4, section 25.2522-9 
(f) of the regulations) __ x .55569 


Equals the donor’s retained 
interest in the trust prop- 


CN a a eens $ 55,569 
(2) Fair market value —----- $100,000 
Less donor’s retained in- 
terest 





55,569 


Equals value of the gift 
made byl sce $ 44,431 


The present value of the 2 percent 
unitrust interest and the maximum 
amount deductible pursuant to section 
25.2522(c)-3(c) (2)(vi)(d) of the 
regulations, $14,991, is computed as 
follows: 


(1) Fair market value of the 
property transferred to 
tne’ Cunt 2S $100,000 

Multiplied by the factor for 
the present worth of the 
right to receive’ the 
balance of the income 
after annual payment of 
the 2 percent unitrust 
amounts. (A special fac- 
tor is required in the case 
of this computation and 
will be furnished by the 
Commissioner upon _ re- 
quest pursuant to section 
25.2512-9(e) of the reg- 
WMERIONS;) S220 Fae x 


Equals the present value of 
the right to receive the 
trust income in excess of 
the 2 percent unitrust 
DOGMIONE 2c et $ 29,440 
(2) The value of all interests 
in the transferred prop- 
erty other than the uni- 
trust interest is: 
($55,569 plus $29,440)_ $ 85,009 
(3) Thus, the present value of 
the 2 percent unitrust in- 
terest and the amount 
deductible under section 
2522 of the Code is: 
($100,000 minus 
BOOUOS). Soccer $ 14,991 


If the terms of the trust had directed 
that the amount payable to X Charity 
shall be limited to a 2 percent unitrust 
amount with any excess income to be 
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accumulated, the amount of D’s gift 
would be less than in the above cir- 
cumstances, but the allowable gift tax 
charitable deduction would be greater 
than the amount computed above. The 
2 percent unitrust amount, which is the 
allowable deduction under section 
25.2522(c)-3(c)(2)(vi)(d) of the 
regulations, would be computed on the 
basis of a trust corpus which is pre- 
sumed to increase in value at a rate 
of 4 percent annually (6 percent as- 
sumed interest rate less 2 percent uni- 
trust amount equals 4 percent). 

Accordingly, the total value of the 
gift made by D, and the total amount 
of the allowable deduction would be 
computed as follows: 


(1) Fair market value of the 
property transferred to 
(He triste 2 

Multiplied by the factor for 
a reversion to take effect 
at the end of 10 years 
and 1 month, assuming 
an annual adjusted pay- 
out ‘rate of 2 percent. (A 
special factor is required 
in the case of this compu- 
tation and will be fur- 
nished by the Commis- 
sioner upon request pur- 
suant to section 25.2512- 


9(e) of the regulations.) x .82528 


$100,000 


Equals donor’s retained in- 
terest in the property. 
(This is also the value of 
all interests in the prop- 
erty other than the uni- 
trust interest.) __--____ 


(2) Thus, the amount of the 
gift by D and the pres- 
ent value of the 2 percent 
unitrust interest deducti- 
ble under section 2522 of 
the Code, is: ($100,000 
minus $82,528) ~---_-- 


$ 82,528 


$ 17,472 





Subtitle C.—Employment Taxes 

Chapter 21.—Federal Insurance Contributions 
Act 

Subchapter C.—General Provisions 





Section 3121.—Definitions 
(Also Sections 1402, 3401.) 


Fishing boat crew. None of the 
services of the mate, engineer, and 
cook of a fishing boat paid an 
amount in addition to a share of the 
catch, or crew members entitled to 


hourly pay for repair of nets and 
other incidental work while the 
boat is in port, are excepted from 
employment under section 3121 
(b)(20) of the Code and all of their 
remuneration for the services is 
subject to FICA and income tax 
withholding. Crew members of a 
fishing boat, whose services are ex- 
cepted from employment, are en- 
gaged in a trade or business for 
self-employment tax purposes. 


Rev. Rul. 77-102° 


Advice has been requested whether, 
in the situations described below, the 
services performed by certain indi- 
viduals are excepted from “employ- 
ment” under section 3121(b) (20) of 
the Federal Insurance Contributions 
Act and whether remuneration for 
those services is excepted from “wages” 
under section 3401(a)(17) of the 
Collection of Income Tax at Source on 
Wages (chapters 21 and 24 respec- 
tively, subtitle C, Internal Revenue 
Code of 1954). Both sections were 
added by section 1207(e) of the Tax 
Reform Act of 1976 [Pub. L. 94-455, 
1976-3 C.B. (Vol. I) 182]. 

Section 3121(b) (20) of the Fed- 
eral Insurance Contributions Act pro- 
vides that employment does not in- 
clude: service performed by an indi- 
vidual on a boat engaged in catching 
fish or other forms of aquatic animal 
life under an arrangement. with the 
owner or operator of such boat pur- 
suant to which— 

(A) such individual does not re- 
ceive any cash remuneration (other 
than as provided in subparagraph 
(B)), 

(B) such individual receives a 
share of the boat’s (or the boats’ in 
the case of a fishing operation involv- 
ing more than one boat) catch of fish 
or other forms of aquatic animal life 
or a share of the proceeds from the 
sale of such catch, and 

(C) the amount of such individu- 


1 Also released as News Release IR-1777, 
March 21, 1977. 


dated 
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al’s share depends on the amount of 
the boat’s (or the boats’ in the case of 
a fishing operation involving more 
than one boat) catch of fish or other 
forms of aquatic animal life, 


but only if the operating crew of such 
boat (or each boat from which the 
individual receives a share in the case 
of a fishing operation involving more 
than one boat) is normally made up of 
fewer than 10 individuals. 

Section 3401(a)(17) of the Code 
provides that wages, for purposes of 
income tax withholding, does not in- 


clude remuneration paid for service 
described in section 3121(b) (20). 


Situation 1 


The owner of a fishing boat employs 
a captain and eight other crew mem- 
bers to perform services on the boat, 
which is engaged in catching fish. 
The operating crew of the boat is nor- 
mally made up of nine individuals. 
The arrangement provides that the re- 
muneration paid to each of the indi- 
viduals will be computed as follows: 
(1) out of the gross proceeds from 
the sale of the catch deductions are 
made for certain specified expenses 
such as ice, fuel, and a payment of 
$25 each to the mate, engineer, and 
cook; (2) 60 percent of the remaining 
proceeds (net stock) is divided 
equally among the captain and other 
crew members, and the remaining 
40 percent is divided between the 
captain and the owner. Before each 
voyage, the crew members are re- 
sponsible for loading supplies and 
doing other necessary work in port in 
preparation for the voyage. At the 
completion of the voyage, the crew 
must remove and transport the catch 
to the point of sale and perform other 
incidental duties necessary to leave the 
boat in the same condition as it was 
before the voyage. These duties, 
which may include repairing nets, 
constructing new nets, and splicing 
cable, are performed without addi- 
tional remuneration. 
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Under the arrangement in this situ- 
ation, the mate, engineer, and cook 
receive a payment of $25 that does 
not depend upon the amount of the 
boat’s catch of fish, and, thus, the 
arrangement fails to. meet the require- 
ments of section 3121(b) (20) (C) of 
the Federal Insurance Contributions 

Act. 

' Accordingly, the services performed 
by the mate, engineer, and cook are 
not excepted from employment under 
section 3121(b) (20) of the Act and 
their remuneration (including their 
share of the net stock) is not excepted 
from wages, for income tax withhold- 
ing, under section 3401(a) (17) of the 
Code. 

However, services performed by the 
other six crew members are excepted 
from employment because they do 
not receive any cash remuneration 
other than a share of the proceeds 
from the sale of the catch, their 
share depends on the amount of the 
catch, and the operating crew of the 
boat normally consists of fewer than 
10 individuals. Because the services 
of the six crew members are excepted 
under section 3121(b) (20), remuner- 
ation for those services is excepted 
from wages, for income tax withhold- 
ing, under section 3401(a) (17) of the 
Code. 

The services performed by those 
six crew members are included in the 
term “trade or business” by section 
1402(c)(2)(F) of the Self-Employ- 
ment Contributions Act of 1954. This 
provision was also added by section 
1207(e) of the Tax Reform Act of 
1976. 


Situation 2. 


The facts are the same as in Situ- 
ation 1, except the arrangement also 
provides that for each voyage the 
captain and other crew members, in 
addition to receiving a share of the 
catch, are entitled to receive x dollars 
per hour for repairing nets, con- 
structing new nets, splicing cable, and 
doing other incidental work while in 
port. 
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Under the arrangement in Situation 
2 all of the crew members are entitled 
to receive cash remuneration other 
than a share of the catch. Accordingly, 
none of their services are excepted 
from employment under section 3121 
(b) (20) of the Federal Insurance 
Contributions Act and their remun- 
eration is not excepted from wages, 
for income tax withholding, under sec- 


tion 3401(a) (17) of-the Code. 


26 CFR 31.3121 (a)-1: Wages. 


Whether the amount of a food allowance 
and the value of lodging funished an em- 
ployee by an employer are “wages.” See 
Rev. Rul. 77-80, page 36. 


26 CFR 31.3121(a) (2)-1: Payments under 
employers’ plans on account of retirement, 
sickness or accident disability, medical or 
hospitalization expenses, or death. 

= Sections 3306, 3401; 31.3306(b) (2)- 

, 31.3401 (a)-1). 

Payments to disabled employees. 
Disability benefit payments to em- 
ployees, who cease to be actively 
employed by reason of long-term 
disability, that are made under the 
employer’s wage continuation plan 
funded through a trust adminis- 
tered by a commercial trustee are 
not wages for purposes of the 
FICA, FUTA, and income tax with- 
holding. 


Rev. Rul. 77-89 


Advice has been requested whether, 
under the circumstances described be- 
low, payments made to disabled em- 
ployees are wages under the Federal 
Insurance Contributions Act, the Fed- 
eral Unemployment Tax Act, and the 
Collection of Income Tax at Source 
on Wages (chapters 21, 23, and 24, 
respectively, subtitle C, Internal Reve- 
nue Code of 1954). 


A corporation established a plan 
to provide long-term disability benefits 
for participating employees who cease 
to be actively employed by reason of 
long-term disability. The benefits 
under the plan are funded through a 
trust agreement and administered by 





a commercial trustee. Administration 
and interpretation of the plan is the 
function of an administrative com- 
mittee whose members serve at the 
pleasure of the corporation. 


The corporation contributes to the 
fund such sums as are necessary to 
fund the plan in accordance with 
sound actuarial practices. 


Section 3121(a) (2) of the Federal 
Insurance Contributions Act provides 
that the term “wages” does not include 
the amount of any payment made to, 
or on behalf of, an employee under 
a plan or system established by an 
employer which makes provision for 
the employer’s employees generally or 
for a class or classes of employees on 
account of sickness or accident dis- 
ability. Section 3306(b)(2) of the 
Federal Unemployment Tax Act con- 
tains a similar provision. 

Section 3401(d)(1) of the Code 
provides that, for purposes of Federal 
income tax withholding, the term 
“employer” means the person for 
whom an individual performs or per- 
formed any service, of whatever na- 
ture, as the employee of such person 
except that if the person for whom 
the individual performs or performed 
the services does not have control of 
the payment of the wages for such 
services, the term “employer” means 
the person having control of the pay- 
ment of such wages. 


For Federal income tax withholding 
purposes, section 31.3401 (a) -1(b) (8) 
(i1) (c) of the Employment Tax Regu- 
lations provides that no tax shall be 
withheld upon any wage continuation 
payment made to an employee by or 
on behalf of a person who is not the 
employer for whom the employee per- 
forms services but who is regarded as 
an employer under section 3401 (d) 
(1). For example, no tax shall be 
withheld with respect to wage con- 
tinuation payments made on behalf 
of an employer by an insurance com- 
pany under an accident or health 
policy, [or] by a separate trust under 
an accident or health plan. 
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Accordingly, payments made to dis- 
abled employees under the plan are 
excepted from “wages” under the 
Federal Insurance Contributions Act 
aud the Federal Unemployment Tax 
Act, and are not subject to Federal 
income tax withholding under the Col- 
lection of Income Tax at Source on 
Wages (chapters 21, 23, and 24, re- 
spectively, Subtitle C, Internal Reve- 
nue Code of 1954). 


26 CFR 31.3121(a)(13)-1: Payments 
under certain employers’ plans after retire- 
ment, disability, or death. 

(Also Sections 3306, 3401; 31.3306(b) 
(10)-1, 31.3401 (a)-1.) 

Deferred compensation; retired 
executive. A company’s payments 
to its executives because of and 
upon or after retirement after at- 
taining age 65 (the age provided in 
its separate pension plan), under a 
deferred compensation plan provid- 
ing for payments upon termination 
of employment for any reason at 
any age, are excludable from wages 
under the FICA and FUTA but are 
wages for purposes of income tax 
withholding. 


Rev. Rul. 77-25 


Advice has been requested whether, 
under the circumstances described be- 
low, deferred compensation payments 
made by a company to its retired ex- 
ecutives (salaried employees in man- 
agerial and similar key positions) are 
excludable from “wages” for purposes 
of sections 3121(a) (13) of the Fed- 
eral Insurance Contributions Act, 3306 
(b) (10) of the Federal Unemploy- 
ment Tax Act, and 3401(a) of the 
Collection of Income Tax at Source 
on Wages (chapters 21, 23, and 24, 
respectively, subtitle C, Internal Reve- 
nue Code of 1954). 

Under its deferred compensation 
plan, the company credits to a reserve 
account, at the end of each calendar 
year during which an executive is 
employed, amounts that are to be paid 
to the executive, or a designated bene- 


ficiary, upon termination of the execu- 
tive’s employment for any reason at 
any age. The payments are to be made 
over a ten year period in equal 
monthly installments. The company 
has a separate pension plan, which 
specifies that the retirement age for its 
employees is 65. 

Sections 3121(a) (13) of the Federal 
Insurance Contributions Act and 3306 
(b) (10) of the Federal Unemploy- 
ment Tax Act exclude from wages any 
payment or series of payments by an 
employer to an employee or depend- 
ents paid upon or after the termina- 
tion of an employee’s employment re- 
lationship because of death, retirement 
for disability, or retirement after at- 
taining a specified age. The age must 
be specified in a pension plan of the 
employer or under a plan established 
by the employer that makes provision 
for employees generally or a class or 
classes of employees (or for such em- 
ployees or class or classes of employees 
and their dependents) and the pay- 
ment or series of payments must be 
made under the latter kind of plan. 
There is no exclusion under these sec- 
tions for any payment or series of pay- 
ments that would have been paid had 
the employee’s employment relation- 
ship not been so terminated. 

Sections 31.3121(a) (13)-1(a) and 
31.3306(b) (10)-1(a) of the Employ- 
ment Tax Regulations provide that a 
payment or series of payments made 
under the circumstances described in 
sections 3121(a)(13) and 3306(b) 
(10) is excluded from wages even if 
made pursuant to an incentive com- 
pensation plan that also provides for 
the making of other types of payments. 

In the instant case, payments may 
be made under the company’s deferred 
compensation plan for a number of 
reasons, including retirement. In addi- 
tion, although the plan does not 
specify a retirement age, the company 
has a separate pension plan that does 
specify that the retirement age for its 
employees is 65. 


Accordingly, deferred compensation 
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payments made by the company to its 
executives because of and upon or 
after retirement after attaining the age 
of 65 (the age specified in the separate 
pension plan) are excludable from 
wages under sections 3121(a) (13) of 
the Federal Insurance Contributions 
Act and 3306(b) (10) of the Federal 
Unemployment Tax Act. Since there 
are no similar exclusions for purposes 
of the Collection of Income Tax at 
Source on Wages, the payments are 
wages for such purposes. 

See Rev. Rul. 69-286, 1969-1 C.B. 
253, which holds that a contingent 
allotment paid by a corporation after 
January 2, 1968, to an employee 
whose employment relationship has 
been terminated because of retirement 
(at the retirement age specified in the 
corporation’s pension plan) is excluded 
from wages pursuant to sections 3121 
(a) (13) of the Federal Insurance 
Contributions Act and 3306(b) (10) of 
the Federal Unemployment Tax Act, 
but is included in wages for Federal 
income tax withholding purposes. 


26 CFR 31.3121(b)(1)-1: Certain serv- 
ices performed by foreign agricultural work- 
ers, or performed before 1959 in connec- 
tion with oleoresinous products. 

Agricultural labor; illegal aliens. 
Services performed for farmers in 
the U.S. by alien workers who il- 
lega'ly entered the country are not 
excepted from employment for pur- 
poses of the FICA. 


Rev. Rul. 77-140 


Advice has been requested whether 
the services of alien agricultural work- 
ers, w2o illegally enter the United 
States and are employed by farmers in 
the United States, are excepted from 
employment under section 3121(b) (1) 
of the Federal Insurance Contributions 
Act (chapter 21, subtitle C, Internal 
Revenue Code of 1954). 

Section 3121(b) of the Federal In- 
surance Contributions Act provides 
that the term “employment” means 
any service performed after 1954 by an 
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employee for the person employing the 
employee within the United States, 
irrespective of the citizenship or resi- 
dence of either. 


Section 31.3121(b)(1)-1(c) of the 
Employment Tax Regulations excepts 
from the term “employment” services 
performed after 1956 by a foreign agri- 
cultural worker lawfully admitted to 
the United States from any foreign 
country or possession thereof on a tem- 
porary basis to perform agricultural 
labor. 


Accordingly, since in the instant case 
the aliens are not lawfully admitted to 
the United States, their services are 
not excepted from “employment” 
under section 3121(b) (1) of the Fed- 
eral Insurance Contributions Act. 


26 CFR 31.3121(b) (8)-2: Services in em- 
ploy of religious, charitable, educational, or 
certain other organizations exempt from 
income tax. 


The status of a tax exempt corporation 
formed to take over the assets and activi- 
ties of a tax exempt association. See Rev. 
Rul. 77-159, this page. 


26 CFR 31.3121(k)-1: Waiver of exemp- 
tion from taxes. 
(Also Section 31.3121(b) (8)-2.). 


Exempt association incorporated; 
waiver certificate. A tax exempt 
corporation formed to take over 
the operations of an exempt unin- 
corporated association is a new 
organization for purposes of filing 
a waiver certificate pursuant to 
section 3121(k) of the FICA. 


Rev. Rul. 77-159 


Advice has been requested whether, 
under the circumstances described be- 
low, a corporation is a new organiza- 
tion for purposes of filing a Form 
SS-15, Certificate Waiving Exemption 
From Taxes Under the Federal In- 
surance Contributions Act, and a 
Form SS-15a, List to Accompany Cer- 
tificate on Form SS-15 Waiving Ex- 
emption from Taxes Under the Fed- 


eral Insurance Contributions Act, pur- 
suant to section 3121(k) of the Fed- 
eral Insurance Contributions Act 
(chapter 21, subtitle C, Internal Rev- 
enue Code of 1954). 


A corporation that is exempt from 
income tax under section 501(a) of 
the Code as an organization described 
in section 501(c) (3) was incorporated 
for the purpose of taking over the op- 
erations of an unincorporated associa- 
tion. The association was exempt from 
income tax under section 501(a) of 
the Code as an organization described 
in section 501(c)(3) and had filed 
Form SS-15 and Form SS-15a in order 
to extend social security coverage to 
its employees. The association trans- 
ferred to the corporation all its assets 
and activities. 


Services performed by an employee 
for an organization described in sec- 
tion 501(c)(3) of the Code are ex- 
cepted from the definition of employ- 
ment under section 3121(b) (8) (B) 
of the Federal Insurance Contribu- 
tions Act and remuneration for such 
services is not subject to the taxes 
under the Act. However, pursuant to 
section 3121(k) of the Code and 
31.3121(k)-1 of the Employment Tax 
Regulations the organization may 
elect social security coverage by filing 
a Form SS-15 together with a Form 
SS-15a containing the names, if any, 
of employees who concur in the filing. 
Individuals who are hired after the 
calendar quarter in which the Form 
SS-15 is filed are automatically cov- 
ered without signing the Form SS-15a. 


Rev. Rul. 71-276, 1971-1 C.B. 289, 
holds that a tax exempt hospital 
fermed to take over the operations of 
three other tax exempt hospitals must 
file new waiver certificates, Form 
SS-15 and Form SS-15a, in order to 
continue social security coverage for 
the employees of the three hospitals. 


Accordingly, the corporation is a 
new organization for purposes of filing 
a waiver certificate pursuant to sec- 
tion 3121(k) of the Federal Insurance 
Contributions Act. 


26 CFR 31.3121(k)-1: Waiver of exemp- 
tion from taxes. 


T.D. 7476 


TITLE 26——INTERNAL REVE- 
NUE. — CHAPTER I. — SUB. 
CHAPTER C, PART 31—EM- 
PLOYMENT TAXES 


Repayment of interest in the case of 
certain retroactive elections of social 
security coverage by tax-exempt or- 
ganizations 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Final regulations. 


SUMMARY: This document pro- 
vides final regulations relating to re- 
payment of interest in the case of cer- 
tain retroactive elections of FICA 
coverage by tax-exempt organizations. 
These regulations clarify the circum- 
stances under which a waiver certifi- 
cate electing retroactive social security 
coverage for the employees of an or- 
ganization described in section 501 
(c) (3) of the Internal Revenue Code 
of 1954 will be considered filed with 
the Internal Revenue Service. 


DATE: The regulations apply in the 
case of certain waiver certificates 
electing retroactive social security 
coverage that are furnished to the 
Internal Revenue Service after Febru- 


ary 12, 1976. 


FOR FURTHER INFORMATION 
CONTACT: William E. Mantle of 
the Legislation and Regulations Divi- 
sion, Office of the Chief Counsel, In- 
ternal Revenue Service, 1111 Consti- 
tution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3734). 


SUPPLEMENTAL 
TION: 


INFORMA- 


BACKGROUND 


On February 13, 1976, The Federal 
Register published proposed amend- 
ments to the Employment Tax Regu- 
lations (26 CFR Part 31) under sec- 
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tion 3121(k) of the Internal Revenue 
Code of 1954, 41 F.R. 6776. The 
amendments were proposed in order 
to clarify the regulations under sec- 
tion 3121(k) of the Code (relating 
to the waiver of exemption from social 
security taxes by religious, charitable, 
and certain other organizations). After 
consideration of all comments regard- 
ing the propdsed amendments, those 
amendments are adopted as revised 
by this Treasury decision. This Treas- 
ury decision also supersedes Part 33 of 
the Employment Tax Regulations 
under 26 U.S.C. 3121(k) (relating to 
waiver of exemption by religious, 
charitable, and certain other organi- 


zations (26 CFR Part 33) ). 
IN GENERAL 


The amendment adds a new rule to 
§ 31.3121(k)-1(c) (4) for determining 
when a waiver certificate electing 
retroactive social security coverage for 
the employees of an _ organization 
described in section 501(c) (3) of the 
Code is to be considered filed with 
the Internal Revenue Service. The 
amendment applies in those cases 
where an organization has filed a 
claim for credit or refund of social 
security taxes based on its exemption 
from paying those taxes. It provides 
that the organization must first repay 
interest it has received in connection 
with the claim for crecit or refund. 
However, the interest received by the 
organization must be repaid only to 
the extent it relates to taxes for which 
the organization would be liable by 
reason of the waiver certificate. In the 
case of a waiver certificate that has 
been filed prior to the payment of 
such a refund to the organization, no 
credit or refund in respect of the taxes 
for which the ceritficate waives the 
exemption is allowable. 


DATE CERTIFICATE 
CONSIDERED FILED 


The certificate is to be considered 
filed on the date it was originally fur- 
nished to the Internal Revenue Serv- 
ice if the interest has been repaid on 


or before the last day of the calendar 
month following the calendar quarter 
in which it is furnished. If the repay- 
ment occurs after such day, the cer- 
tificate is to be considered filed on the 
date the interest is actually repaid. 


EFFECTIVE DATE 


Due to administrative and equitable 
considerations, it was decided to mod- 
ify the proposed rule to apply only in 
those cases where the waiver certifi- 
cate electing retroactive social security 
coverage is furnished by the organiza- 
tion to the Internal Revenue Service 
after February 12, 1976. 


DRAFTING INFORMATION 

The principal author of this regu- 
lation was William E. Mantle of the 
Legislation and Regulations Division, 
of the Office -of Chief Counsel, In- 
ternal Revenue Service. However, 
personnel from other offices of the 
Internal Revenue Service and Treas- 
ury Department participated in devel- 
oping the regulation, both on matters 
of substance and style. 


Adoption of amendments to the regu- 
lations 

Accordingly, 26 CFR Part 33, Em- 
ployment Tax Regulations, Tem- 
porary Employment Tax Regulations 
under 26 U.S.C. 3121(k) (relating to 
waiver of exemption by religious, 
charitable, and certain other organiza- 
tions), adopted in T.D. 7405 [1976-1 
C.B. 324], is hereby superseded and 
26 CFR Part 31 is amended by adding 
at the end of paragraph (c) (4) of 
§ 31.3121(k)-1 the following new sen- 
tences: 


§ 31.3121(k)-1 Waiver of exemption 
from taxes. 


* * * * ~ 

(c) Effect of waiver. * * * 

(4) Administrative provisions ap- 
plicable when certificate has retroac- 
tive effect. * * * A waiver certificate 
(as described in section 3121(k) (1) 
and this section) furnished to the In- 
ternal Revenue Service after February 
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12, 1976, shall not be considered filed 
with the Internal Revenue Service un- 
less interest paid to the organization 
(or credited to its account) in connec- 
tion with a claim for credit or refund 
of taxes, which claim was based upon 
the exemption from taxes the organiza- 
tion is waiving by such certificate, is 
repaid. The interest so paid must be 
repaid only to the extent such interest 
relates to any taxes for which the orga- 
nization or its employees would be li- 
able by reason of the waiver certificate. 
Furthermore, when a waiver certifi- 
cate has been filed prior to the pay- 
ment of a refund of taxes based upon 
the exemption from taxes the organi- 
zation is waiving, no credit or refund 
in respect of the taxes for which the 
exemption has been waived shall be 
allowed. If repayment of the interest 
is made as required by this subpara- 
graph, on or before the last day of the 
calendar month following the calendar 
quarter in which the certificate is fur- 
nisiied to the Internal Revenue Serv- 
ice, such certificate shall be considered 
to have been filed on the date it was 
originally furnished. If repayment 
occurs after that day, such certificate 
shall be considered to have been filed 
on the date of the repayment. Refer- 
ences in this subparagraph to a waiver 
certificate refer also to any supple- 
ment to such a certificate. 


* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Wituiam E. WILLIAMs, 
Acting Commissioner of 
Internal Revenue. 


Approved March 14, 1977. 
LAURENCE N. WoopwortH, 
Assistant Secretary of 
the Treasury. 
(Filed by the Office of the Federal Regis- 
ter on April 1, 1977, 8:45 am., and 
published in the issue of the Federal 


Register for April 4, 1977, 42 F.R. 
17874) 
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26 CFR 33.1: Constructive filing of waivers 
of exemption from social security taxes by 
certain tax-exempt organizations. 


T.D. 7485 


TITLE 26—CHAPTER I, SUB- 
CHAPTER C, PART 33—TEM- 
PORARY EMPLOYMENT TAX 
REGULATIONS UNDER THE 
ACT OF OCTOBER 19, 1976 


Constructive filing of waivers of 
exemption from social security taxes 
by certain tax-exempt organizations 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Interim regulations, 
SUMMARY: This document pro- 


vides temporary regulations relating 
to the constructive filing of waivers of 
exemption from social security taxes 
by certain tax-exempt organizations. 
Changes to the applicable tax law 
were made by the Act of October 19, 
1976 [Pub. L. 94-563, 1976-2 C.B. 
558]. These regulations affect certain 
tax-exempt organizations which have 
paid social security taxes without filing 
a certificate waiving their exemption 
from those taxes. In addition, the 
temporary regulations promulgated by 
this document serve as a notice of 
proposed rulemaking by which the 
rules contained therein are proposed 
to be prescribed as final regulations. 


DATES: The temporary regulations 
are effective with respect to services 
performed after 1950, and the final 
regulations are proposed to be effec- 
tive with respect to services performed 
after 1950. Written comments and re- 
quests for a public hearing must be 
delivered or mailed by June 27, 1977. 


ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR:T, Washington, D. C. 
20224. 

FOR FURTHER INFORMATION 
CONTACT: Leonard T. Marcinko of 
the Legislation and Regulations Di- 
vision, Office of the Chief Counsel, 
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Internal Revenue Service, 1111 Con- 
stitution Avenue, N.W., Washington, 
D. C. 20224. (Attention: CC:LR:T) 
(202-566-3926) . . 


SUPPLEMENTARY 
TION: 


BACKGROUND 


INFORMA- 


This document contains temporary 
regulations relating to constructive fil- 
ing of waivers of exemption by certain 
tax-exempt organizations under sec- 
tion 3121(k) of the Internal Revenue 
Code of 1954, as amended by the Act 
of October 19, 1976 (Pub. Law 94- 
563 [1976-2 C.B. 558], 90 Stat. 
2655). These regulations add a new 
part 33, Temporary Employment Tax 
Regulations Under the Act of October 
19, 1976, to title 26 of the Code of 
Federal Regulations. In addition, the 
regulations promulgated in this docu- 
ment are proposed to be prescribed as 
final Employment Tax Regulations 
(26 CFR Part 31) under section 3121 
(k) of the Internal Revenue Code of 
1954. 


EXPLANATION OF PROVISIONS 


The employees of certain tax-ex- 
empt organizations are excluded from 
social security coverage unless the 
employing organization files with the 
Internal Revenue Service a certificate 
waiving its exemption from social 
security taxes. Prior to the enactment 
of Pub. Law 94-563, a large number 
of tax-exempt organizations and their 
employees had been paying Federal 
Insurance Contributions Act (FICA) 
taxes without having filed certificates 
waiving their exemption from these 
taxes. The purpose of Pub. Law 94- 
563 was to validate the social security 
coverage of the employees. 


Constructive Filing of Waiver Certif- 
icate Where No Refund or Credit of 
Taxes Has Been Allowed 

Section 3121(k) (4) of the Code, as 
added by Pub. Law 94-563, applies to 
a tax-exempt organization which paid 
FICA taxes for a period involving 


three or more consecutive calendar 
quarters without filing a waiver cer- 
tificate. If this period did not termi- 
nate before the end of the third quar- 
ter of 1973, and if the organization 
did not obtain a refund or credit of 
the taxes before September 9, 1976, 
the organization will be deemed under 
section 3121(k) (4) to have filed a 
certificate waiving its exemption from 
FICA taxes. The interim regulations 
make it clear that a refund or credit 
of those taxes was “obtained” prior to 
September 9, 1976, only if the tax- 
payer account of the organization or 
any of its employees was credited by 
the Internal Revenue Service before 
that date. 

The interim regulations provide that 
in determining whether an organiza- 
tion has erroneously paid FICA taxes 
for three or more consecutive calen- 
dar quarters, any quarter during 
which an application for the organiza- 
tion’s tax-exempt status was pending 
with the Internal Revenue Service will 
not be counted. This permits an orga- 
nization to pay FICA taxes while 
awaiting determination of its tax- 
exempt status, without being auto- 
matically covered by section 3121(k) 
(4) if such status is later granted 
retroactively. The interim regulations 
also provide that where an organiza- 
tion is deemed to have filed a waiver 
certificate under section 3121(k) (4) 
but has not paid FICA taxes for one 
or more quarters covered by the 
deemed filed certificate, the due date 
for filing the returns and for paying 
the taxes for those quarters is Au- 
gust 1, 1977. 


Constructive Filing Where Refund or 
Credit Has Been Allowed 


Section 3121(k)(5) of the Code, 
also added by Pub. Law 94-563, ap- 
plies to organizations that would have 
been covered by section 3121(k) (4) 
if they had not received a refund or 
credit of FICA taxes prior to Septem- 
ber 9, 1976. An organization in this 
situation will be deemed to have filed 
a waiver certificate on April 18, 1977, 
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covering all employees for whom 
FICA taxes were paid, unless it files 
an actual retroactive waiver certificate 


on or before April 18, 1977. 


An organization which is deemed 
to have filed a waiver certificate on 
April 18, 1977, will be solely liable 
for all social security taxes due for 
the period prior to April 1, 1977. The 
employees have no liability for the 
payment of any portion of these 
taxes. 


In certain circumstances, an em- 
ployee of an organization deemed to 
have filed on April 18 may elect addi- 
tional retroactive social security cov- 
erage for quarters for which FICA 
taxes were paid and refunded or 
credited but which are prior to the ef- 
fective date of the deemed-filed 
certificate. If all required conditions 
are satisfied, the employee can obtain 
additional coverage by filing a request 
and making full repayment of the 
taxes under section 3101 for the ad- 
ditional quarters. 


Actual Filing of Waiver by April (8, 
1977 

An organization which obtained a 
refund or credit of FICA taxes before 
September 9, 1976, may file an actual 
waiver certificate on or before April 
18, 1977. This waiver certificate must 
be effective retroactively to cover the 
period of the refund or credit re- 
ceived (or 20 quarters, if less). Also, 
it must be accompanied by a list of 
those employees (if any) who con- 
cur in the filing of the certificate. An 
organization which files such a retro- 
active waiver certificate must afford 
all eligible employees an opportunity 
to obtain the retroactive social secu- 
rity coverage. Taxes due for the period 
prior to the quarter in which a waiver 
certificate is filed or deemed filed un- 
der 3121(k) (5) may be paid in install- 
ments over an extended period of 
time. 


COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 


Before adoption of the final regula- 


tions proposed in this document, con- 
sideration will be given to any writ- 
ten comments that are submitted 
(preferably six copies) to the Com- 
missioner of Internal Revenue. All 
comments will be available for pub- 
lic inspection and copying. A public 
hearing will: be held upon written 
request to the Commissioner by any 
person who has submitted written 
comments. If a public hearing is held, 
notice of the time and place will be 
published in the Federal Register. 


DRAFTING INFORMATION 


The principal author of this regu- 
lation was Leonard T. Marcinko of 
the Legislation and Regulations Di- 
vision of the Office of Chief Counsel, 
Internal Revenue Service. However, 
personnel from other offices of the 
Internal Revenue Service and Treas- 
ury Department participated in de- 
veloping the regulation, both on mat- 
ters of substance and style. 


Adoption of amendments to the regu- 
lations 


Accordingly, a new part 33, Tem- 
porary Employment ‘Tax Regulations 
under the Act of October 19, 1976, 
is added to title 26 of the Code of 
Federal Regulations, and the follow- 
ing temporary regulations are adopted: 


§ 33.1 Constructive filing of waivers 
of exemption from social security 
taxes by certain tax-exempt orga- 
nizations. 


(a) Constructive filing of waiver 
certificate where no refund or credit 
has been allowed. (1) This paragraph 
applies to an organization if all of the 
following four conditions are met. 

(i) The organization is one de- 
scribed in section 501(c)(3) of the 
Internal Revenue Code of 1954, 
which is exempt from income tax un- 
der section 501(a) of the Code. 

(ii) The organization did not file 
a valid waiver certificate under section 
3121(k) (1) of the Internal Revenue 
Code of 1954 (or the corresponding 
provision of prior law) as of the later 
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of October 19, 1976, or the end of 
the third calendar quarter of the 
period referred to in subdivision (iii) 
of this subparagraph. 

(iii) The taxes imposed by sections 
3101 and 3111 of the Code were paid 
with respect to remuneration paid 
by the organization to its employees, 
as though such certificate had been 
filed, during any period that includes 
all or part of each of at least three 
consecutive calendar quarters and 
that did not terminate before the end 
of the third calendar quarter of 1973. 
These three quarters shall not include 
any quarter during any part of which 
an application for a ruling or deter- 
mination letter recognizing an orga- 
nization’s tax-exempt status was pend- 
ing with the Internal Revenue Service. 
In addition, for an organization re- 
quired by paragraph (a)(2)(i) of 
§ 1.508-1 (Income Tax Regulations) 
to apply for recognition of section 
501(c) (3) status, the three calendar 
quarters referred to in the first sen- 
tence of this subdivision shall only in- 
clude quarters after the quarter in 
which a ruling or determination let- 
ter recognizing its tax-exempt status 
is issued to such organization. 

(iv) The Internal Revenue Service 
did not allow (or erroneously allowed) 
a refund or credit of any part of the 
taxes paid as described in subdivision 
(iii) of this subparagraph with re- 
spect to remuneration for services per- 
formed on or after July 1, 1973. For 
purposes of the previous sentence, a 
refund or credit which would have 
been allowed, even if a valid waiver 
certificate filed under section 3121 (k) 
(1) had been in effect, shall be dis- 
regarded. A refund or credit will be 
regarded as having been erroneously 
allowed if it was credited by the In- 
ternal Revenue Service to the taxpayer 
account of the organization or any 
of its employees on or after Septem- 
ber 9, 1976, even though it was prop- 
erly made under the law in effect 
when made. 

(2) (i) An organization to which 
this paragraph applies shall be deemed 








Section 3121 


to have filed a valid waiver certificate 
under section 3121(k)(1) (or the 
corresponding provision of prior law) 
for purposes of section 210(a) (8) (B) 
of the Social Security Act and sec- 
tion 3121(b) (8) (B). The waiver cer- 
tificate shall be deemed to have been 
filed on the first day of the period de- 
scribed in subparagraph (1) (iii) of 
this paragraph and shall be effective 
on the first day of the calendar quar- 
ter in which such period began. How- 
ever, such waiver is effective only with 
respect to remuneration for services 
performed after 1950. 

(ii) The waiver certificate shall be 
deemed to have been accompanied by 
a list containing the signature, ad- 
dress, and social security number (if 
any) of each employee with respect 
to whom the taxes imposed by section 
3101 and 3111 were paid as described 
in subparagraph (1) (iii) of this para- 
graph. Each such employee shall be 
deemed to have concurred in the fil- 
ing of the certificate for purposes of 
section 210(a)(8)(B) of the Social 
Security Act and section 3121(b) (8) 
(B). A statement containing the name, 
address, and employer identification 
number of the organization, and the 
name, last known address, and social 
security number (if any) of each em- 
ployee described in the preceding sen- 
tence shall be filed by the organization 
at the request of the Internal Revenue 
Service. 

(iii) The services of all employees 
entering or reentering the employ of 
an organization on or after the first 
day following the close of the calendar 
quarter in which the organization is 
deemed to have filed the waiver cer- 
tificate, performed on or after the day 
of such entry or reentry, shall be 
covered by the certificate. 

(3) For purposes of computing 
interest under section 6601 and ad- 
ditions to tax under section 6651, 
where an organization is deemed un- 
der this paragraph to have filed a 
waiver certificate but the taxes im- 
posed by section 3101 or 3111 for 
one or more quarters covered by such 
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certificate are unpaid, the due date 
for filing returns of these taxes and 
for paying these taxes shall be August 
1, 1977. For purposes of section 6651 
(relating to additions to tax for failure 
to file return or pay tax), whether 
or not an organization’s failure to pay 
these taxes by August 1, 1977, is due 
to reasonable cause shall be deter- 
mined on a case-by-case basis. In ap- 
propriate cases, unanticipated finan- 
cial hardship caused by this section 
shall constitute reasonable cause. 


(b) Constructive filing of waiver 
certificate where refund or credit has 
been allowed and new certificate is 
not filed. (1) This paragraph applies 
to an organization which meets two 
conditions. First, it must be an orga- 
nization to which paragraph (a) of 
this section would apply but for its 
failure to satisfy the requirement of 
paragraph(a) (1) (iv) of this section 
because a refund or credit of taxes 
was allowed before September 9, 1976. 
Second, it must not have filed an 
actual valid waiver certificate under 
section 3121(k)(1) in accordance 
with the requirements of paragraph 
(c) of this section. 


(2) An organization to which this 
paragraph applies shall be deemed, for 
purposes of section 210(a) (8) (B) of 
the Social Security Act and section 
3121(b) (8) (B), to have filed a valid 
waiver certificate under section 3121 
(k) (1) on April 18, 1977. Such cer- 
tificate shall be effective for the period 
beginning on the first day of the first 
calendar quarter with respect to which 
the refund or credit referred to in 
subpararaph (1) of this paragraph 
was allowed (or, if later, on July 1, 


1973). 


(3) If an organization is deemed 
under this paragraph to have filed a 
waiver certificate on April 18, 1977, 
the provisions of paragraph (a) (2) 
(ii) of this section (relating to em- 
ployees covered by a deemed-filed 
waiver certificate) shall apply. Such 
certificate shall supersede any certif- 
icate which may have been actually 





filed by such organization prior to that 
date. 

(4) Where an_ organization is 
deemed under this paragraph to have 
filed a waiver certificate on April 18, 
1977, the due date for the return and 
payment of the taxes imposed by sec- 
tions 3101 and 3111 for wages paid 
prior to April 1, 1977, with respect 
to services constituting employment by 
reason of such certificate shall be Au- 
gust 1, 1977. However, see paragraph 
(d) of this section which permits the 
payment of these taxes in installments. 
Such taxes (along with the amount of 
any interest paid in connection with 
the refund or credit described in sub- 
paragraph (1) of this paragraph) 
shall be a liability of such organiza- 
tion, payable from its own funds. No 
portion of such taxes (or interest) 
shall be deducted from the wages of 
(or otherwise collected from) the in- 
dividuals who performed such serv- 
ices, and those individuals shall have 
no liability for the payment thereof. 


(5) This subparagraph allows cer- 
tain employees of organizations cov- 
ered under this paragraph to obtain 
social security coverage for periods 
prior to those covered by a deemed- 
filed waiver certificate. To qualify un- 
der this subparagraph, all of the fol- 
lowing conditions must be met. 


(i) An individual performed serv- 
ice, as an employee of an organization 
deemed under this paragraph to have 
filed a waiver certificate under sec- 
tion 3121(k)(1), at any time prior 


‘to the period for which such certificate 


is effective. 


(ii) The taxes imposed by sections 
3101 and 3111 were paid with respect 
to remuneration paid for such service, 
but such service (or any part thereof) 
does not constitute employment (as de- 
fined in section 210(a) of the Social 
Security Act and section 3121(b)) 
because the applicable taxes so paid 
were refunded or credited (otherwise 
than through a refund or credit which 
would have been allowed if a valid 
waiver certificate filed under section 
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3121(k) (1) had been in effect) prior 
to September 9, 1976. 

(iii) Any portion of such service 
(with respect to which taxes were 
paid and refunded or credited as de- 
scribed in subdivision (ii) of this sub- 
paragraph) would constitute employ- 
ment (as so defined) if the organiza- 
tion had actually filed under section 
3121(k) (1) a valid waiver certificate 
effective as provided in paragraph (c) 
(2) of this section (with such indi- 
vidual’s signature appearing on the 
accompanying list). If this subpara- 
graph applies, the remuneration paid 
for the portion of such service de- 
scribed in subdivision (iii) of this sub- 
paragraph shall be deemed to consti- 
tute remuneration for employment 
(as defined in section 210(a) of the 
Social Security Act and section 3121 
(b)), where such individual files a 
request (in the manner and form, and 
with such official, as may be pre- 
scribed by regulations under title II 
of the Social Security Act), accom- 
panied by full repayment of the taxes 
which were paid under section 3101 
with respect to such remuneration and 
were refunded or credited. In any 
case where remuneration paid by an 
organization to an _ individual is 
deemed under this subparagraph to 
constitute remuneration for employ- 
ment, such organization shall be liable 
(notwithstanding any other provision 
of the Code) for repayment of any 
taxes which it paid under section 3111 
with respect to such remuneration and 
which were refunded or credited to ‘t. 
Any interest received by the orga- 
nization or its employees in connec- 
tion with a refund or credit with re- 
spect to such taxes shall be remitted 
with the repayment of taxes pursuant 
to this subparagraph. 

(c) Actual filing of waiver cer- 
tificate by April 18, 1977, where re- 
fund or credit has been allowed. (1) 
An organization may file an actual 
waiver certificate in accordance with 
subparagraphs (2) and (3) of this 
paragraph if it is an organization to 
which paragraph (a) of this section 


would apply but for its failure to meet 
the condition set forth in paragraph 
(a) (1) (iv) of this section. 

(2) An organization described in 
subparagraph (1) of this paragraph 
may file an actual waiver certificate 
on or before April 18, 1977. This cer- 
tificate must be effective for the period 
beginning on or before the first day 
of the first calendar quarter with re- 
spect to which a refund or credit de- 
scribed in paragraph (b)(1) of this 
section was allowed (or, if later, with 
the first day of the earliest calendar 
quarter for which such certificate may 
be in effect under section 3121(k) (1) 
(B) (iii) ).. Such waiver certificate 
must be accompanied by a list de- 
scribed in section 3121(k)(1) (A), 
containing the signature, address, and 
social security number of each con- 
curring employee (if any). 

(3) Such a waiver certificate shall 
be valid only if the organization com- 
plies with the following notification 
requirements and, on or before Au- 
gust 1, 1977, files (with the service 
center of the Internal Revenue Serv- 
ice with which the waiver certificate 
is filed) a certification that it has 
complied with these notification re- 
quirements. However, these require- 
ments shall be conclusively presumed 
to have been met with respect to any 
employees who concur in the filing of 
the waiver certificate. 


(i) Written notification of the op- 
tion to obtain social security cover- 
age for the retroactive period cov- 
ered by the waiver certificate shall be 
given to all current and former em- 
ployees of the organization with re- 
spect to whose remuneration taxes im- 
posed by sections 3101 and 3111 were 
paid for any part of the period cov- 
ered by the waiver certificate. For 
purposes of the preceding sentence, 
in the case of a former employee a 
mailing of notification to his or her 
last known address shall constitute de- 
livery to the former employee. This 
notification must be given at least 30 
days prior to the date by which the 
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employee is required to inform the 
organization whether he elects the ret- 
roactive social security coverage. 


(ii) The notification required by 
this subparagraph must state the ear- 
liest date for which the waiver certif- 
icate is effective and the date by 
which the employee must inform the 
organization of a decision to elect the 
retroactive coverage. In addition, the 
notification must advise the employee 
how to obtain information as to the 
quarters of social security coverage to 
be obtained and any taxes or interest 
for which the employee will be liable 
if the election is made. The organiza- 
tion must provide this information to 
any interested employee at least 14 
days prior to the last day on which 
such employee may inform the orga- 
nization of his election. 


(iii) If the notification results in 
any employee electing the retroactive 
coverage whose signature did not ap- 
pear on the list of concurring em- 
ployees which accompanied a pre- 
viously filed waiver certificate, the 
certification to be supplied on or be- 
fore August 1, 1977, must be accom- 
panied by a special amendment to 
that list. Any employee whose name 
appears on this special amended list 
shall be treated as if his name ap- 
peared on the list of concurring em- 
ployees filed with the waiver certif- 
icate. The preceding sentence shall 
only apply with respect to amended 
lists of concurring employees filed to 
comply with the requirements of this 
subparagraph. 

(4) Any interest received in con- 
nection with a refund or credit de- 
scribed in paragraph (b)(1) of this 
section must be repaid on or before 
August 1, 1977, with respect to each 
employee who concurs in the filing 
of a waiver certificate pursuant to 
this paragraph. Notwithstanding the 
provisions of paragraph (c)(4) of 
§ 31.3121(k)-1, if such interest is re- 
paid on or before August 1, 1977, the 
waiver certificate shall be considered 
filed on the date it was originally 
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furnished to the Internal Revenue 
Service. 

(d) Installment payment of taxes 
for retroactive coverage under section 
3121(k) (5). This paragraph applies 
where an organization files a waiver 
certificate under section 3121(k) (1) 
on or before April 18, 1977, in accord- 
ance with the provisions of paragraph 
-(c) of this section, or is deemed to 
have filed such a certificate under 
paragraph (b) (2) of this section. In 
such a case, the taxes due under sec- 
tions 3101 and 3111 (together with 
any additions to tax or interest other 
than interest described in paragraph 
(c) (4) of this section) by reason of 
such certificate, for any period prior 
to the first day of the calendar quarter 
in which the certificate is actually or 
deemed filed, may be paid in quar- 
terly installments over an appropriate 
period of time, as determined by the 
district director. In determining the 
appropriate period of time, the dis- 
trict director shall exercise forbear- 
ance and, to the extent possible, grant 
the organization an installment agree- 
ment that will allow it sufficient funds 
to carry out its basic mission. If any 
installment is not paid on or before 
the date fixed for its payment, the 
total unpaid amount shall become 
payable immediately and shall be paid 
upon notice and demand. 


(e) Application of certain provi- 
sions to cases of constructive filing. (1) 
Except as provided in subparagraphs 
(2) and (3) of this paragraph, all of 
the provisions of section 3121(k) 
(other than subparagraphs (B), (F), 
and (H) of section 3121(k)(1)) and 
the regulations thereunder (including 
the provisions requiring the payment 
of taxes under sections 3101 and 3111 
with respect to the services involved), 
shall apply with respect to any cer- 
tificate which is deemed to have been 
filed under paragraph (a) or (b) of 
this section, in the same way they 
would apply if the certificate had been 
actually filed on that day under sec- 
tion 3121(k) (1). 
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(2) The provisions of section 3121 
(k) (1) (E) shall not apply unless the 
taxes described in paragraph (a) (1) 
(ili) of this section were paid by the 
organization as though a separate 
certificate had been filed with respect 
to one or both of the groups to which 
such provisions relate. 


(3) The action of the organization 
in obtaining the refund or credit de- 
scribed in paragraph (b)(1) of this 
section shall not be considered a 
termination of such organization’s cov- 
erage period for purposes of section 


3121(k) (3). 


(4) Any organization which is 
deemed to have filed a waiver cer- 
tificate under paragraph (a) or (b) 
of this section shall be considered for 
purposes of section 3102(b) to have 
been required to deduct the taxes im- 
posed by section 3101 with respect to 
the services involved. 


There is a need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impracti- 
cable to issue it with notice and pub- 
lic procedure under subsection (b) of 
section 553 of title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805). 


WituraM E. WILLIAMS, 
Acting Commissioner 
of Internal Revenue. 


Approved May 6, 1977. 


LauRENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on May 9, 1977, 10:05 a.m.; and pub- 
lished in the issue of the Federal Register 
for May 12, 1977, 42 F.R. 24046) 








Chapter 22.—Railroad Retirement Tax Act 
Subchapter C.—Tax on Employers 





Section 3221.—Rate of Tax 


RAILROAD RETIREMENT 
BOARD 


RETIREMENT SUPPLEMENTAL 
ANNUITY PROGRAM 


Determination of Quarterly Rate of 
Excise Tax 


In accordance with directions in Sec- 
tion 3221(c) of the Railroad Retire- 
ment Tax Act (26 U.S.C. § 3221(c)), 
the Railroad Retirement Board has de- 
termined that the excise tax imposed 
by Section 3221(c) on every employer, 
with respect to having individuals in 
his employ, for each man-hour for 
which compensation is paid by such 
employer for services rendered to him 
during the quarter beginning April 1, 
1977, shall be at the rate of twelve and 
one-half cents. 


In accordance with directions in 
Section 15(a) of the Railroad Retire- 
ment Act of 1974, the Railroad Retire- 
ment Board has determined that for 
the quarter beginning April 1, 1977, 
13.5 percent of the taxes collected 
under Sections 3211(b) and 3221(c) 
of the Railroad Retirement Tax Act 
shall be credited to the Railroad Re- 
tirement Account and 86.5 percent of 
the taxes collected under such Sections 
3211(b) and 3221(c) plus one hun- 
dred percent of the taxes collected 
under Section 3221(d) of the Railroad 
Retirement Tax Act shall be credited 
to the Railroad Retirement Supple- 
mental Account. 


By authority of the Board. 


Dated: February 22, 1977. 
R. F. But ier, 
Secretary of the Board. 


(Filed by the Office of the Federal Regis- 
ter on March 1, 1977; 8:45 a.m., and 
published in the issue of. the Federal 
Register for March 2, 1977, 42 F.R. 
12104) 
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RAILROAD 
RETIREMENT BOARD 


RAILROAD RETIREMENT 
SUPPLEMENTAL ANNUITY 
PROGRAM 


Determination of Quarterly Rate 
of Excise Tax 


In accordance with directions in 
Section 3221(c) of the Railroad Re- 
tirement Tax Act (26 U.S.C. 3221 
(c)), the Railroad Retirement Board 
has determined that the excise tax 
imposed by such Section 3221(c) on 
every employer, with respect to having 
individuals in his employ, for each 
man-hour for which compensation is 
paid by such employer for services 
rendered to him during the quarter 
beginning July 1, 1977, shall be at the 
rate of twelve and one-half cents. 

In accordance with directions in Sec- 
tion 15(a) of the Railroad Retirement 
Act of 1974, the Railroad Retirement 
Board has determined that for the 
quarter beginning July 1, 1977, 14.1 
percent of the taxes collected under 
Sections 3211(b) and 3211(c) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Account and 85.9 percent of the taxes 
collected under such Sections 3211(b) 
and 3221(c) plus one hundred per- 
cent of the taxes collected under Sec- 
tion 3221(d) of the Railroad Retire- 
ment Tax Act shall be credited to the 
Railroad Retirement Supplemental Ac- 
count. 


By Authority of the Board. 
Dated: May 18, 1977. 
R. F. BuTier, 
Secretary of the Board. 


(Filed by the Office of the Federal Register 
on May 25, 1977, 8:45 a.m., and pub- 
lished in the issue of the Federal Regis- 
ter for May 26, 1977, 42 F.R. 27080) 





Subchapter D.—General Provisions 


Section 3231.—Definitions 
26 CFR 31.3231 (e)-1: Compensation. 


RRTA; compensation; settlement 
of violation of reemployment rights, 





An amount received in settlement 
of a judgment for violation of an 
employee’s reemployment rights 
after military service is compensa- 
tion subject to the RRTA to the ex- 
tent and at the rate of tax applica- 
ble at the time it is received unless 
the employee elects, under section 
3231(e)(2) of the Code, to have the 
amounts deemed paid in_ the 
months to which they are attributa- 
ble. 


Rev. Rul. 77-100 


Advice has been requested whether 
an amount received in settlement of 
a judgment for violation of an em- 
ployee’s rights to reemployment fol- 
lowing military service should be 
treated as compensation under section 
3231(e) (2) of the Railroad Retire- 
ment Tax Act (chapter 22, subtitle C, 
Internal Revenue Code of 1954). 


Section 3231(e)(1) of the RRTA 
defines the term compensation as any 
form of money remuneration paid to 
an individual for services rendered as 
an employee to one or more em- 
ployers. 


Section 3231(e) (2) of the RRTA 
provides that an employee shall be 
deemed to be paid compensation in a 
period during which such compensa- 
tion is earned only upon written re- 
quest by such employee, made within 
six months following the payment, 
and a showing that such compensation 
was earned during a period other than 
the period in which it was paid. 

Section 31.3231(e)-1(b) of the 
RRTA Regulations states, in part, that 
the following items are included in the 
term “compensation” : 


(1) back pay upon reinstatement 
after wrongful discharge, and 


(2) amounts paid to an employee 
for loss of earnings during an identi- 
fiable period as the result of the dis- 
placement of the employee to a less 
remunerative position or occupation. 


For purposes of section 3231 (e) (2) 
of the Act, an amount received in 
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settlement of a judgment for violation 
of the employee-recipient’s rights to 
reemployment following military serv- 
ice is similar to an amount paid for 
back pay upon reinstatement after 
wrongful discharge and an amount 
paid for loss of earnings resulting from 
the employee’s displacement to a less 
remunerative position or occupation. 


Accordingly, an amount received in 
settlement of a judgment for violation 
of the employee’s rights to reemploy- 
ment following military service is com- 
pensation for purposes of section 3231 
(e) (2) of the RRTA, and such amount 
is subject to RRTA tax to the extent, 
and at the rate of tax in accordance 
with the law applicable at the time 
that the amount is received, unless the 
employee elects, within six months of 
the settlement, to have the amount 
deemed paid in the months to which 
it is attributable. See Rev. Rul. 75- 
565, 1975-2 C.B. 410, which holds that 
lump-sum back pay is subject to taxes 
imposed by the RRTA to the extent, 
and at the rate of tax in accordance 
with the law at the time that the com- 
pensation is actually paid, unless the 
employee requests under section 3231 
(e)(2) of the Act that these deter- 
minations be made on the basis of when 
the compensation was actually earned. 





Chapter 23.—Federal Unemployment Tax Act 





Section 3306.—Definitions 


26 CFR 31.3306(b) (2)-1: Payments under 
employers’ plans on account of retirement, 
sickness or accident disability, medical or 
hospitalization expenses, or death. 


Status of payments from wage continua- 
tion plan to disabled employees. See Rev. 
Rul. 77-89, page 300. 


26 CFR 31.3306(b)(10)-1: Payments un- 
der certain employers’ plans after retire- 
ment, disability or death. 


Whether deferred compensation pay- 
ments made by a company to its former 
employees are excludable from wages. See 
Rev. Rul. 77-25, page 301. 
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of Income Tax at Source 





Chapter 24.—Collecti 
on Wages 





Section 3401.—Definitions 


Whether remuneration received by the 
crew members of a fishing boat is wages. 
See Rev. Rul. 77-102, page 299. 


26 CFR 31.3401 (a)-1: Wages. 


Whether deferred compensation pay- 
ments made by a company to its former 
employees are wages. See Rev. Rul. 77-25, 
page 301. 


26 CFR 31.3401 (a)-1: Wages. 


Whether the amount of a food allowance 
and the value of lodging furnished as em- 
ployee by an employer are ‘“‘wages.” See 
Rev. Rul. 77-80, page 36. 


26 CFR 31.3401 (a)-1: Wages. 


Status of payments from wage continua- 
tion plan to disabled employees. See Rev. 
Rul. 77-89, page 300. 





Section 3402.—Income Tax 
Collection at Source 


26 CFR 34.3402-1: Extension of withhold- 
ing of income tax at source to certain win- 
nings from State-conducted lotteries. 


T.D. 7483 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER C, PART 34.—TEMPO- 
RARY EMPLOYMENT TAX 
REGULATIONS UNDER THE 
TAX REFORM ACT OF 1976 


Withholding tax on certain winnings 
from State-conducted lotteries. 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary Regulations. 


SUMMARY: This document provides 
temporary regulations relating to the 
withholding of tax on certain winnings 
from State-conducted lotteries. In gen- 
eral, these regulations require any 
State or State agency to withhold a 
tax on lottery winnings of more than 


$5,000. 


310 


DATE: The temporary regulations 
apply to winnings paid after January 
2, 1977. 


FOR FURTHER INFORMATION 
CONTACT: John P. MacMaster of 
the Legislation and Regulations Divi- 
sion, Office of the Chief Counsel, In- 
ternal Revenue Service, 1111 Consti- 
tution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3516) . 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


This document contains temporary 
employment tax regulations (26 CFR 
Part 34) under section 3402(q) of the 
Internal Revenue Code of 1954. Sec- 
tion 3402(q) was added to the Code 
by section 1207(d) of the Tax Reform 
Act of 1976 (Pub. L. 94-455, 90 Stat. 
1705) [1976-3 C.B. (Vol. 1) 181] in 
order to require withholding on cer- 
tain winnings from State-conducted 
lotteries. 


IN GENERAL 


New section 3402(q) of the Code 
requires, among other things, that 
every State or State agency making a 
payment of winnings above certain 
limits from a State-conducted lottery 
must deduct and withhold a tax equal 
to 20 percent of the payment. Win- 
nings are generally subject to with- 
holding under this provision if the 
winnings, less the amount of the 
wager, exceed $5,000. The temporary 
regulations provide that winnings not 
in the form of money are to be taken 
into account at their fair market value. 
In addition, the temporary regulations 
prescribe that payments of $5,000 or 
less are also subject to withholding if 
the total amount of all payments of 
winnings from a wager, less the 
amount of the wager, exceeds or is ex- 
pected to exceed $5,000. For example, 
if a person wins $1,000 per year for 
the remainder of the person’s life, each 
payment of $1,000 would be subject to 
the withholding requirements if, based 





on the person’s life expectancy, it is 
determined that the total of all the 
payments is expected to exceed $5,000. 
The temporary regulations provide 
that a State must deduct and withhold 
the appropriate tax at the time the 
payment is actually or constructively 
made. Generally, this means that the 
required deduction and withholding 
will be made at the time the winnings 
are first made available to the winner, 
even though the winner does not pre- 
sent the winning ticket for payment 
until a later date. However, the re- 
quirement that the State remit the tax 
and report the winnings is deferred 
until the winner’s identity is known. 
Hence, if a winner does not collect the 
winnings there is no obligation to 
remit the tax or report the winnings. 
A person who is to receive a pay- 
ment of winnings subject to withhold- 
ing must furnish a statement to the 
person making the payment. The 
statement is made under the penalties 
of perjury and must contain informa- 
tion about the person who is to re- 
ceive the payment and about any per- 
son who is entitled to any portion of 
it. In addition, every State making a 
payment of winnings subject to with- 
holding must file a return on a Form 
W-2G for each winner. This return 
must contain the name, address, and 
social security number of the winner. 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was John P. MacMaster of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, Inter- 
nal Revenue Service. However, per- 
sonnel from other offices of the Inter- 
nal Revenue Service and Treasury 
Department participated in develop- 
ing the regulation, both on matters of 
substance and style. 


Adoption of amendments 
to the regulations 

Accordingly, a new part 34, Tempo- 
rary Employment Tax Regulations 
Under the Tax Reform Act of 1976, 
is added to Title 26 of the Code of 
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Federal Regulations, and the follow- 
ing temporary regulations are adopted: 


§ 34.3402-1 Extension of withholding 
of income tax at source to certain 
winnings from State-conducted 
lotteries. 


(a) General rule. On or after Janu- 
ary 3, 1977, every person, including a 
State or a political subdivision thereof, 
the District of Columbia, or any in- 
strumentality of the foregoing, making 
any payment of winnings from a State- 
conducted lottery which are subject to 
withholding shall deduct and withhold 
from such payment a tax in an amount 
equal to 20 percent of such payment. 


(b) Exception. The tax described 
in paragraph (a) of this section shall 
not apply in the case of a payment of 
winnings from a State-conducted lot- 
tery made to a nonresident alien indi- 
vidual or a foreign corporation when 
such payment is subject to tax under 
section 1441(a) (relating to withhold- 
ing on nonresident aliens) or tax under 
section 1442(a) (relating to withhold- 
ing on foreign corporations) . ; 

(c) Special rules. For purposes of 
paragraph (a) of this section— 

(1) The term “winnings from a 
State-conducted lottery which are sub- 
ject to withholding” means proceeds 
of more than $5,000 from a wager 
placed in a lottery conducted by an 
agency of a State acting under author- 
ity of State law, but only if such wager 
is placed with the State agency con- 
ducting such lottery, or with its au- 
thorized employees or agents. Such 
term shall include— 


(i) Any installment payment of 
$5,000 or less, if the aggregate pro- 
ceeds from such wager to be paid on 
or after January 3, 1977, exceed or 
will exceed $5,000; 

(ii) Any periodic payment of 
$5,000 or less, when payments are to 
be made for the life of a person (or 
for the lives of more than one per- 
son), if it is actuarially determined 
that the aggregate proceeds from such 
wager to be paid on or after January 


3, 1977, are expected to exceed $5,000; 
and 

(iii) The total proceeds, if proceeds 
exceed $5,000, and not merely pro- 
ceeds in excess of $5,000. 

(2) The term “proceeds from a 
wager” means the amount determined 
by aggregating the amounts received 
by the person (or persons) making a 
wager and reducing such amount by 
the amount of the wager. For pur- 
poses of the preceding sentence, in the 
case of installment or periodic pay- 
ments the first of such payments shall 
be reduced by the amount of the 
wager. 

(3) Proceeds which are not money 
shall be taken into account at their 
fair market value. 

(4) A payment of winnings is made 
when it is actually paid or construc- 
tively paid. Winnings are construc- 
tively paid when they are credited to 
or set apart for the winner without 
any substantial limitation or restriction 
as to the time or manner of payment 
or condition upon which payment is 
to be made. 

(5) When a person other than the 
State agency conducting the lottery, 
or its authorized employees or agents, 
makes a payment of winnings, such 
other person shall deduct and with- 
hold as required under paragraph (a) 
of this section. However, in no case 
shall more than 20 percent of the pro- 
ceeds from a wager be deducted and 
withheld. 


(6) Except as provided in subpara- 
graph (7) of this paragraph, for pur- 
poses of sections 3403 and 3404 and 
the regulations thereunder and for 
purposes of so much of subtitle F (ex- 
cept section 7205) and the regulations 
thereunder as relate to chapter 24, 
payments to any person of winnings 
from a State-conducted lottery which 
are subject to withholding shall be 
treated as if they were wages paid by 
an employer to an employee. 

(7) Solely for purposes of applica- 
tion of the deposit rules under section 
6302(c) and the regulations thereun- 
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der and the return requirement of sec- 
tion 6011 and the regulations there- 
under, the withholding from winnings 
shall be deemed to have been made no 
earlier than at the time the winner’s 
identity is known by the State. Thus, 
winnings from a State-conducted lot- 
tery shall be subject to withholding at 
the earlier of the time actually or con- 
structively paid. However, the time 
for depositing the withheld taxes and 
filing a return with respect thereto 
shall be determined by reference to 
the date on which the State knows the 
winner’s identity. If the State’s obliga- 
tion to pay lottery winnings to a par- 
ticular winner is terminated other than 
by payment, all liabilities and require- 
ments resulting from the requirement 
that the State deduct and withhold 
with respect to such winnings will also 
terminate. 


(d) Examples. The provisions of 
this section may be illustrated by the 
following examples: 


Example (1). A purchases a lottery 
ticket for $1 in the State W lottery from 
an authorized agent of State W. On Febru- 
ary 1, 1977, the drawing is held and A 
wins $5,001. Since the proceeds of the 
wager ($5001 — $1) are not greater than 
$5,000, State W is not required to with- 
hold or deduct any amount from A’s win- 
nings. 

Example (2). Assume the same facts as 
in example (1) except that A wins $5,002. 
State W must deduct and withhold tax at 
a rate of 20% from $5,001 ($5002 less the 
$1 wager), or $1,000.20. 

Example (3). B purchases a_ lottery 
ticket for $1 in the State X lottery from 
an authorized agent of State X. On June 1, 
1977, the lottery drawing is held and B 
wins the grand prize, $50,000, payable 
$1,000 a month. State X must deduct and 
withhold tax at the rate of 20% from each 
of such payments. Therefore, $199.80 must 
be withheld from the first monthly payment 
to B (($1,000 — $1) x 20% = $199.80) 
and $200 ($1,000 x 20%) must be with- 
held from each monthly payment there- 
after. 

Example (4). Assume the same facts as 
in example (3), except that B wins an 
automobile rather than the grand prize. 
The fair market value of the automobile 
on the date on which it is made available 
to B is $10,001. State X must deduct and 
withhold a tax of $2,000 ( ($10,001 — $1) 
x 20%). This may be accomplished, for 
example, by B’s paying $2,000 to State X. 
Alternatively, if State X, as part of the 
prize, pays all taxes required to be deducted 
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and withheld, State X must deduct and 
withhold tax not only on the fair market 
value of the automobile less the wager, but 
also on the taxes it pays that are required 
to be deducted and withheld. This results 
in a pyramiding of taxes requiring the use 
of an algebraic formula. Under this form- 
ula, State X must withhold a tax of 25 
percent of the fair market value of the au- 
tomobile less the wager ($2,500) and, in 
addition, State X should indicate on Form 
_W-2G the amount of such winnings, 
hal ($40,001 + 25% ($10,001 — 
19)). 

Example (5). C purchases a lottery 
ticket for $1 in the State Y lottery from an 
authorized agent of State Y. On January 
1, 1976, a drawing is held and C wins $100 
a month for the rest of C’s life. It is actu- 
arily determined that, on January 3, 1977, 
C’s life expectancy is 5 years. Based on 
that determination, the aggregate payments 
to C made on or after January 3, 1977, 
pursuant to his wager will exceed $5,000. 
Therefore, State Y must deduct and with- 
hold $20 from each monthly payment made 
on or after January 3, 1977. (None of such 
payments is reduced by the amount of the 
wager because the amount of the wager was 
offset by the first payment of winnings 
which was made before January 3, 1977.) 

Example (6). Assume the same facts as 
in example (5) except that in order to fund 
its own obligation to make the payments 
State Y purchases in its own name as 
owner an annuity of $100 a month for C’s 
life from E Corporation. Although State Y 
remains liable for the withholding of tax, 
E Corporation as paying agent for State Y 
should deduct and withhold from each 
monthly payment in the manner as de- 
scribed in example (5) 

Example (7) D purchases a lottery ticket 
for $1 in the State W lottery from an au- 
thorized agent of State W. D purchases the 
ticket on behalf of himself and on behalf 
of E and F, who have contributed equal 
amounts toward the purchase of the ticket 
and who have agreed to share equally in 
any prizes won. On February 1, 1977, the 
drawing is held and the ticket which D 
purchases wins $6,001. Since the proceeds 
of the wager ($6,001 — $1) are greater 
than $5,000 State W is required to with- 
hold and deduct 20 percent of such pro- 
ceeds. 

Example (8). On February 1, 1977, a 
drawing is held in the State X lottery in 
which a winning ticket is selected. The per- 
son holding the winning ticket is entitled to 
proceeds of $100,000 payable either as a 
lump sum upon demand or $10,000 a year 
for ten years. Under State law, the winning 
ticket must be presented to an authorized 
agent of State X before February 1, 1978. 
Until the ticket is presented, State X does 
not know the identity of the winner. On 
December 1, 1977, F, the winner, presents 
the winning ticket to an authorized agent 
of the State X lottery. As a result the 
winnings are constructively paid to F on 
February 1, 1977. Since F has the option of 
receiving the entire proceeds upon demand, 


312 


State X is required to deduct and withhold 
$20,000 ($100,000 x 20%) from the pro- 
ceeds of F’s winnings on February 1, 1977, 
but for purposes of determining the time 
at which the deposit and inclusion on Form 
941 of these taxes is to be made, the with- 
holding shall be deemed to have been on 
December 1, 1977. 


(e) Statement by recipient. Every 
person who is to receive a payment of 
winnings from a State-conducted lot- 
tery which are subject to withholding 
shall furnish the person making such 
payment a statement, made under the 
penalties of perjury, containing the 
name, address, and taxpayer identifi- 
cation number of the person receiving 
the payment and of each person en- 
titled to any portion of such payment. 

(f) Return by payor. Every person 
making any payment of winnings from 
a State-conducted lottery which are 
subject to withholding shall file a re- 
turn on Form W-2G with the Internal 
Revenue Service Center serving the 
district in which is located the princi- 
pal place of business of the person 
making the return on or before Febru- 
ary 28 of the calendar year following 
the calendar year in which the pay- 
ment of winnings is made. In the case 
of a payment to more than one win- 
ner, a separate Form W-2G shall be 
filed with respect to each such winner. 
Each Form W-2G shall contain the 
following: 

(1) Name, address, and employer 
identification number of the person 
making the payment; 

(2) Name, address, and social se- 
curity number of the winner; 

(3) Date and amount of the pay- 
ment and amount withheld; and 

(4) Type of wagering transaction. 

Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 of 
Title 5 of the United States Code or 
subject to the effective date limitation 
of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 





tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


WILuiaM E. WILLIAMS, 
Acting Commissioner 
of Internal Revenue. 


Approved March 14, 1977. 


LaurRENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 
(Filed by the Office of the Federal Register 
on April 22, 1977, 8:45 a.m.; and pub- 


lished in the issue of the Federal Register 
for April 25, 1977, 42 F.R. 21106) 





Subtitie D.—Miscellaneous Excise Taxes 
Chapter 31.—Special Fuels 





Section 4041.—Imposition of Tax 


Whether the Port of Oswego Authority 
qualifies for the exemption from the special 
fuels taxes provided with respect to States 
and political subdivisions thereof. See Rev. 
Rul. 77-143, page 340. 


26 CFR 48.4041-6: Dual use of taxable 
liquid. 


Definition of highway vehicle. See T.D. 
7461, page 317. 


26 CFR 148.1-4: Tax-free sales or services 
to certain nonprofit educational organiza- 
t : 
(Also Sections 4221, 4253; 148.1-4.) 
Exemption; improvisational rep- 
ertory theater and workshops. A 
nonprofit organization operating an 
improvisational repertory theater 
and workshops in the study and 
production of improvisational the- 
ater does not qualify as a nonprofit 
educational organization exempt 
from tax; however, the organiza- 
tion’s workshops, which meet the 
requirements relating to faculty, 
curriculum, and enrolled student 
body, qualify as a school operated 
as an activity of an exempt organi- 
zation and are exempt. 


Rev. Rul. 77-211 


Advice has been requested whether 
sales of taxable fuels and articles and 
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amounts paid for communication serv- 
ices furnished to the organization 
described below come within the excise 
tax exemptions for nonprofit educa- 
tional organizations provided by sec- 
tions 4041(g) (4), 4221(a)(5), and 
4253(j) of the Internal Revenue Code 
of 1954. 

The organization was established as 
a nonprofit corporation to operate an 
improvisational repertory theater and 
also, in connection therewith, to con- 
duct workshops for the production 
and study of improvisational theater. 
The purpose of this form of theater is 
to encourage spontaneous audience 
participation in dramatic perform- 
ances. The theater is open to the gen- 
eral public, as an_ entertainment 
medium, subject to a charge for ad- 
mission. The workshops offer a variety 
of regularly scheduled educational 
courses in the improvisational method 
of acting and the enrolled students 
are taught by the organization’s in- 
structors in its theater facility. The 
workshops are recognized by a local 
college for credit towards a degree.’ 

The organization is exempt from 
Federal income tax under section 501 
(a) of the Code as an organization de- 
scribed in section 501(c) (3). 

Section 4041(g)(4) of the Code 
provides that under regulations pre- 
scribed by the Secretary, no special 
fuels excise tax shall be imposed with 
respect to the sale of any taxable 
liquid to a nonprofit educational orga- 
nization for its exclusive use, or with 
respect to the use by a nonprofit edu- 
cational organization of any liquid as 
a fuel. 

Section 4221(a)(5) of the Code 
provides that under regulations pre- 
scribed by the Secretary no manufac- 
turers excise tax shall be imposed 
with respect to the sale by the manu- 
facturer of a taxable article to a non- 
profit educational organization for its 
exclusive use, but only if such use is 
to occur before any other use. 

Section 4253(j) of the Code pro- 
vides that, under regulations pre- 
scribed by the Secretary no tax shall 


be imposed under section 4251 on any 
amount paid by a nonprofit educa- 
tional organization for services or fa- 
cilities furnished to such organization. 

The above sections also include in 
the term “nonprofit educational orga- 
nization” a school operated as an ac- 
tivity of an organization described in 
section 501(c) (3) of the Code that is 
exempt from income tax under section 
501(a) if such school normally main- 
tains a regular faculty and curriculum 
and normally has a regularly enrolled 
body of pupils or students in attend- 
ance at the place where its educational 
activities are regularly carried on. 

Under the provisions of sections 
4041(g), 4221(d) (5), and 4253(j) of 
the Code, the term “nonprofit educa- 
tional organization” means an educa- 
tional organization described in section 
170(b) (1) (A) (ii) that is exempt 
from income tax under section 501 (a). 
Section 170(b)(1)(A) (ii) describes 
an educational organization as an or- 
ganization that normally maintains a 
regular faculty and curriculum and 
normally has a regularly enrolled body 
of pupils or students in attendance at 
the place where its educational activi- 
ties are regularly carried on. Section 
1.170A-9(b) 1 of the Income Tax Reg- 
ulations, and section 148.1-4(b) of the 
Temporary Regulations under the Ex- 
cise Technical Changes Act of 1958 
provide that such nonprofit educa- 
tional organization must have as its 
primary function the presentation of 
formal instruction. 

That an organization may have 
been granted exemption from Federal 
income tax as an organization de- 
scribed in section 501(c)(3) of the 
Code does not, of itself, determine the 
applicability of the exemptions from 
the aforementioned excise taxes. In 
order for these exemptions to apply, 
the organization must meet the pre- 
scribed requirements of section 170 
(b) (1) (A) (ii) and the regulations to 
come within the meaning of a “non- 
profit educational organization.” 

In the instant case the organization’s 
primary function is not the presenta- 
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tion of formal instruction but the op- 
eration of an improvisational theater 
for entertainment purposes. See Rev. 
Rul. 74-46, 1974-1 C.B. 304, which 
holds that a nonprofit organization en- 
gaged solely in “involvement drama” 
or “participation theater” is not a non- 
profit educational organization even 
though it is engaged in an activity that 
in many respects is educational in na- 
ture. 

Accordingly, the organization itself 
does not meet the prescribed require- 
ments under the regulations to qualify 
as a nonprofit educational organization 
as that term is used in sections 4041 
(g), 4221(d) (5) and 4253(j), of the 
Code. Therefore, except as provided 
below, the exemptions from the special 
fuels and manufacturers excise taxes 
provided by sections 4041(g) (4) and 
4221(a) (5), and the exemption from 
the communication taxes provided by 
section 4253(j), do not apply to sales 
of taxable liquids, articles, or commu- 
nication services to the organization. 

Rev. Rul. 75-516, 1975-2 C.B. 417, 
holds that a training program meeting 
the prescribed requirements of faculty, 
curriculum, and enrolled student body 
qualifies as an exempt school operated 
as an activity of a nonprofit organiza- 
tion described in section 501(c) (3) of 
the Code that is exempt from income 
tax under section 501 (a), even though 
the nonprofit organization itself is held 
not to qualify as a school for the excise 
tax exemption. 

In the instant case, the scheduled 
workshops of the organization meet 
the requirements of the statute and 
regulations, in that they normally have 
a regular curriculum and enrolled stu- 
dent body in attendance at a desig- 
nated place where instruction is nor- 
mally provided by a regular faculty. 
Therefore, the organization is conduct- 
ing a “school operated as an activity” 
of an exempt organization within the 
meaning of the statute and regula- 
tions. 

Accordingly, the exemptions from 
the special fuels and manufacturers 
excise taxes provided by section 4041 
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(g) (4) and 4221(a) (5), and the ex- 
emption from the communications 
taxes provided by section 4253(j), 
apply to sales of taxable liquids and 
articles, and on amounts paid for com- 
munication services furnished to the 
organization for the exclusive use of 
the workshops. These exemptions are 
subject to the registration and evi- 
dence, or exemption certificate, re- 
quirements of section 148.1 of the 
temporary regulations, as amended, 
relating to nonprofit educational orga- 
nizations. 


26 CFR 154.1: Statutory provisions; im- 
position of tax; noncommercial aviation; 
additional tax; exemption for use by certain 
aircraft museums; registration. 


T.D. 7460 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER D, PART 154.—TEMPO- 
RARY REGULATIONS _ IN 
CONNECTION WITH THE 
AIRPORT AND AIRWAY REV- 
ENUE ACT OF 1970 





Temporary regulations relating to 
tax-free sales of liquid for use by cer- 
tain aircraft museums 


DEPARTMENT OF THE TREASURY, 
OFFICE oF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the In- 
ternal Revenue Service and Others 
Concerned: 


Preamble 


This document contains amend- 
ments to the Temporary Regulations 
in Connection With the Airport and 
Airway Revenue Act of 1970 [Pub. L. 
91-258, 1970-1 C.B. 361] (26 CFR 
Part 154) to implement one provision 
of the Act of October 17, 1976 (Pub. 
L. 94-530, 90 Stat. 2487) [1976-2 
C.B. 555]. 

The Act of October 17, 1976, pro- 
vides, among other things, that, under 
Treasury regulations, the retailers ex- 
cise tax on certain fuels is not to apply 
to liquid sold for use or used after 
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September 30, 1976, by an aircraft 
museum in an aircraft or vehicle that 
is owned by the museum and used 
exclusively for the procurement, care, 
and exhibition of aircraft of the type 
used for combat or transport in World 
War II. 

This document amends the regula- 
tions so that present rules relating to 
registration, exemption certificates, 
etc. in the case of other exempt sales 
of aviation fuel will also apply to 
exempt sales to such museums. 


Adoption of regulations 


In order to prescribe temporary 
rules for tax-free sales of liquid for 
use by an aircraft museum in an air- 
craft or vehicle owned by such mu- 
seum and used exclusively for the pro- 
curement, care, and exhibition of air- 
craft of the type used for combat or 
transport in World War II, as per- 
mitted by the Act of October 17, 1976 
(Pub. L. 94-530, 90 Stat. 2487), the 
Temporary Regulations in Connection 
With the Airport and Airway Reve- 
nue Act of 1970 (26 CFR Part 154) 
are amended as follows: 

Paragraph 1. Section 154.1 is 
amended by revising the section title 
and the introductory material, by add- 
ing a new subsection (h) to section 
4041, by redesignating the present 
subsection (h) as subsection (i), and 
by revising the historical note. These 
revised and added provisions read as 
follows: 


§ 154.1 Statutory provisions; imposi- 
tion of tax; noncommercial avia- 
tion; additional tax; exemption 
for use by certain aircraft mu- 
seums; registration. 


Section 4041(c), (d), (h), and (i) 
of the Internal Revenue Code of 1954, 
as added by section 202(a) of the Air- 
port and Airway Revenue Act of 1970 
and the Act of October 17, 1976 (Pub. 
L. 94-530, 90 Stat. 2487) : 


Sec. 4041. Imposition of tax. * * * 

(h) Exemption for use by certain air- 
craft museums—(1) Exemption. Under 
regulations prescribed by the Secretary or 
his delegate, no tax shall be imposed under 
this section on any liquid sold for use or 





used by an aircraft museum in an aircraft 
or vehicle owned by such museum and used 
exclusively for purposes set forth in para- 
graph (2)(C). 

(2) Definition of aircraft museum. For 
purposes of this subsection, the term “air- 
craft” [sic] means an organization— 

(A) Described in section 501(c) (3) 
which is exempt from income tax under 
section 501 (a), 

(B) Operated as a museum under char- 
ro a State or the District of Columbia, 
an 

(C) Operated exclusively for the pro- 
curement, care, and exhibition of aircraft 
of the type used for combat or transport in 
World War II. 

(i) Registration, * * * 


[Sec. 4041(c), (d), (h), and (i) as added 
by sec. 202(a), Airport and Airway Reve- 
nue Act 1970 (84 Stat. 237) [Pub. L. 91- 
258, 1970-1 C.B. 361], and Act of Oct. 17, 
1976 (Pub. L. 94-530, 90 Stat. 2487) 
[1976-2 C.B. 555]] 


Par. 2. Section 154.1-1 is amended 
(1) by striking out “section 4041 (h)” 
from the first sentence of paragraph 
(d) (5) and substituting “section 4041 
(i)” in lieu thereof, and (2) by revis- 
ing the last two sentences of para- 
graph (a) (1) to read as follows: 


§ 154.1-1 Tax-free sales and pur- 
chases of fuel under section 4041 
(c) ; registration. 

(a) Purpose of this section. (1) 
* * * This section sets forth rules, as 
authorized by section 4041(i) and 
other provisions of the Intrenal Reve- 
nue Code, under which aircraft fuel 
that is used, in whole or in part, in 
other than noncommercial aviation 
may be purchased tax free when de- 
livered by a seller into a fuel supply 
tank of an aircraft. In addition, the 
provisions of this section apply to sales 
or purchases of fuel, delivered into a 
fuel supply tank of an aircraft, which 
are exempt from the tax under sec- 
tion 4041(c) by reason of section 
4041(f) (relating to exemption for 
farm use), section 4041(g) (1) (relat- 
ing to exemption for use as supplies 
for vessels or aircraft), section 4041 
(g)(2) (relating to State and local 
government exemption), section 4041 
(g) (4) (relating to exemption for 
nonprofit educational organizations), 
and section 4041(h) (effective Octo- 
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ber 1, 1976, and relating to exemption 
for use by certain aircraft museums) . 


* * * * * 


Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury de- 
cision, it is found impracticable to is- 
sue it with notice and public proce- 
dure thereon under subsection (b) of 
section 553 of title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 

(This Treasury decision is issued 
under the authority contained in sec- 
tions 4041(h) and 7805 of the Inter- 
nal Revenue Code of 1954 (90 Stat. 
2487, 68A Stat. 917; 26 U.S.C. 4041 
(h), 7805) .) 


DonaLp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 5, 1977. 


CHartes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 10, 1977, 8:45 am., and 
published in the issue of the Federal 
Register for January 11, 1977, 42 F.R. 
2312) 





Chapter 32.—Manvfacturers Excise Taxes 
Subchapter A.—Automotive and Related Items 
Part 1.—Motor Vehicles 





Section 4061.—Imposition of 
Tax 


26 CFR 48.4061(a)-1: Imposition of tax; 
exclusion for light-duty trucks, etc. 

(Also 48.4061 (b)-1.) 

(Also Sections 4063, 4218, 4221, 6416; 
48.4218-1, 148.1-3.) 


Hydraulic tailgate mounted on 
truck body or chassis. The applica- 
bility of the tax imposed by section 
4061 of the Code is explained with 
respect to a truck dealer’s sales, on 
or after October 4, 1976, of either 
a taxable truck or a truck having a 
gross vehicle weight of 10,000 or 
less pounds upon which the dealer 


has mounted a hydraulic tailgate; 
Rev. Rul. 73-480 obsoleted. 


Rev. Rul. 77-101 


Advice has been requested regard- 
ing the applicability of the manufac- 
turers excise tax imposed by section 
4061 of the Internal Revenue Code of 
1954 under the circumstances de- 
scribed below. 

Situation (1). A truck dealer pur- 
chases taxable trucks from a truck 
manufacturer and hydraulic tailgates 
from a tailgate manufacturer. The 
dealer mounts a tailgate upon each 
truck, and then sells the truck at re- 
tail. Depending on its construction, 
the tailgate is attached either to the 
chassis or to the body of the vehicle. 

Situation (2). The facts are the 
same as in Situation (1), except that 
the trucks have gross vehicle weights 
of 10,000 pounds or less and, under 
the provisions of section 4061 (a) (2) 
of the Code, are excluded from the 
tax imposed by section 4061 (a) (1). 

Section 4061(a)(1). of the Code 
imposes a tax upon sales by the manu- 
facturer, producer, or importer of cer- 
tain enumerated motor vehicle arti- 
cles, including automobile truck chas- 
sis and bodies. That section further 
provides that the sale of a vehicle 
shall be considered to be a sale of a 
chassis and of a body. 

Section 4061(a)(2) of the Code 
excludes from the tax imposed by 
section 4061 (a) (1) sales by the manu- 
facturer, producer, or importer of 
automobile truck chassis and bodies 
suitable for use with a vehicle having 
a gross vehicle weight of 10,000 
pounds or less. 

Section 4061(b)(1) of the Code 
imposes a tax on parts or accessories 
(other than tires and inner tubes) for 
any of the articles enumerated in sec- 
tion 4061(a)(1) when sold by the 
manufacturer, producer, or importer. 

Section 4063(d) of the Code, as 
added by section 2109 of the Tax 
Reform Act of 1976, Pub. L. 94-455, 
[1976-3 C.B. (Vol. 1) 380] pro- 
vides that the tax imposed by sec- 
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tion 4061 shall not apply to the resale 
on or after October 4, 1976, of any 
article described in section 4061 (a) (1) 
if before such resale such article was 
merely combined with certain enum- 
erated articles. Among the articles 
enumerated is loading and unloading 
equipment, including any power lift- 
gate. 

Section 4218(c) of the Code pro- 
vides that if any person manufactures, 
produces, or imports a part or acces- 
sory taxable under section 4061(b), 
and uses it (otherwise than as ma- 
terial in the manufacture or produc- 
tion of, or as a component part of, any 
other article to be manufactured or 
produced by such person), then such 
person shall be liable for the manu- 
facturers excise tax in the same man- 
ner as if such article were sold by the 
person. 

Section 4221(a)(1) of the Code 
provides that no manufacturers excise 
tax shall be imposed on the sale by 
the manufacturer of an article for use 
by the purchaser for further manu- 
facture, or for resale by the purchaser 
to a second purchaser for use by such 
second purchaser in further manufac- 
ture. 


Section 4221(d) (6) (B) of the Code 
provides that an article shall be treated 
as sold for use in further manufacture 
if, in the case of a part or accessory 
taxable under section 4061(b), such 
article is sold for use by the purchaser 
as material in the manufacture or 
production of, or as a component part 
of, another article to be manufactured 
or produced by the purchaser. 

Section 4223(a) of the Code pro- 
vides that a manufacturer or producer 
to whom an article is sold or resold 
free of tax under section 4221 (a) (1) 
for use by it in further manufacture 
shall be treated as the manufacturer 
or producer of such article. 

Section 6416(b)(2)(K) of the 
Code, as added by the Tax Reform 
Act of 1976, provides for credit or re- 
fund of the manufacturers excise tax 
paid, on any automotive part or ac- 
cessory taxable under section 4061 (b), 
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where the part or accessory is sold on 
or in connection with the first retail 
sale of a light-duty truck, as described 
in section 4061(a)(2), unless credit 
or refund is available under any other 
provision of the law. 


Rev. Rul. 73-480, 1973-2 C.B. 347, 
holds that a company that separately 
_ purchases tax-paid trucks and tax- 
paid hydraulic tailgates from the 
manufacturers thereof and mounts a 
tailgate on a truck chasis or body, 
further manufactures the chassis or 
body and is liable for the manufac- 
turers excise tax imposed by section 
4061(a)(1) of the Code on its retail 
sale of the chassis or body so equipped. 
That Revenue Ruling provides a con- 
structive sale price formula to com- 
pute the tax. 


With respect to Situation (1), under 
section 4063(d) of the Code, the re- 
sale, on or after October 4, 1976, of 
a taxable truck chassis or body by the 
dealer, who before the resale combines 
the chassis or body with a hydraulic 
tailgate, is not subject to the tax im- 
posed by section 4061 (a) (1). Further, 
under section 4063(d), effective Oc- 
tober 4, 1976, the mounting of a 
hydraulic tailgate either on a truck 
chassis or body by the dealer who re- 
sells such chassis or body on or after 
that date is not further manufacture 
of the chassis or body. 


Therefore, with respect to Situation 
(1), the hydraulic tailgate may not be 
sold tax free on or after October 4, 
1976, by the manufacturer to the 
dealer under the provisions of sec- 
tion 4221(a)(1) of the Code. With 
respect to hydraulic tailgates pur- 
chased by the dealer tax free before 
October 4, 1976, for further manufac- 
ture, and mounted by the dealer on 
or after that date either on a truck 
chassis or body that the dealer resells 
on or after October 4, 1976, under 
the provisions of section 4223(a) the 
dealer is treated as the manufacturer 
of the tailgate. In such case, the dealer 
used the tailgate other than in the 
manufacture or production of another 
article and under the provisions of 


316 


section 4218(c) the dealer is liable for 
the tax imposed by section 4061 (b) (1) 
on such use of the tailgate. 

With respect to Situation (2), where 
the first retail sale of the light-duty 
truck equipped with the tailgate is 
made after October 4, 1976, credit 
or refund of the tax paid on the tail- 
gate may be allowed under section 
6416(b)(2)(K) of the Code to the 
tailgate manufacturer who paid the 
tax, provided the conditions for al- 
lowance in section 6416(a) are met. 
Since the law only provides for credit 
or refund of the tax in such case, tail- 
gates may no longer be sold tax free 
for such purpose. Where the truck 
dealer purchased the tailgate tax free 
on or before October 4, 1976, for 
use in further manufacture, the truck 
dealer becomes under section 4223 (a) 
the statutory manufacturer of the tail- 
gate. However, no tax will attach in 
such case to the first retail sale of the 
tailgate if sold on or in connection 
with the light-duty truck. 

Rev. Rul. 73-480 was rendered ob- 
solete by section 2109 of the Tax Re- 
form Act of 1976, effective October 4, 
1976. 


26 CFR 48.4061(a)-1: Imposition of tax. 
(Also Section 4063; 142.1-1.) 


Bus-type vehicle used as ambu- 
lance. A motor vehicle consisting 
of a bus-type body and chassis con- 
structed as an integral unit that is 
designed and sold for use by mili- 
tary hospital and medical person- 
nel to transport either litter borne 
or ambulatory passengers over the 
highway is an ambulance, and sales 
by the manufacturer are exempt 
from the tax on motor vehicles 
under section 4063(a)(4) of the 
Code. 


Rev. Rul. 77-117 


Advice has been requested whether 
the manufacturers excise tax on motor 
vehicle articles imposed by section 
4061(a)(1) of the Internal Revenue 





Code of 1954 applies to sales of the 
vehicle described below. 

A company manufactures a motor 
vehicle consisting of a bus type body 
and chassis constructed as an integral 
unit. The vehicle is approximately 40 
feet in length, weighs about 50,000 
pounds, and is diesel powered. It is 
designed according to military specifi- 
cations and sold for use by military 
hospital and medical personnel to 
transport either litter borne or ambula- 
tory passengers over the highway. 

The Vehicle can accommodate up to 
18 litters arranged in tiers, plus a 
driver and four attendants. It is equip- 
ped with a rear lift platform that is 
capable of supporting and lifting ap- 
proximately 775 pounds and is large 
enough to permit safe loading of a 
litter bearing team. A floodlight is 
provided at the rear above the center 
of the lift platform. The windows 
in the vehicle are designed and ar- 
ranged to permit outside vision by 
litter patients in all litter tiers. Port- 
able litter lights are furnished to pro- 
vide suitable illumination between 
tiers of litters and above the upper 
tiers for use by attendants in the care 
of patients. 

The vehicle is so equipped that it 
may be readily converted from an 
exclusively litter bearing unit to one 
with reclining seats for transporting 
as many as 40 persons where neces- 
sary. The suspension of the vehicle is 
designed to provide the softest prac- 
tical ride for both litter and ambula- 
tory passengers, with limited vertical 
vibration. The interior noise level is 
limited to the minimum _ practical 
level. A stainless steel medical cabinet 
is provided for storage of equipment 
such as a resuscitator, oxygen, and 
other medical supplies. Other special 
equipment furnished includes a sepa- 
rate 1200 watt motor-driven alterna- 
tor, a lavatory and toilet, hot and 
cold liquid dispensers, and emergency 
vehicle equipment such as a warning 
horn and radio intercom. 

Section 4061(a)(1) of the Code 
imposes a tax on the sale by the manu- 
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facturer, producer, or importer of 
certain enumerated motor vehicle 
articles, including automobile bus 
chassis and bodies. For purposes of 
section 4061(a)(1), the sale of an 
automobile bus is considered to be 
the sale of a chassis and body enu- 
merated in that section. 

Section 4063(a) (4) of the Code 
provides that the tax imposed by sec- 
tion 4061(a) shall not apply in the 
case of an ambulance, hearse, or com- 
bination ambulance-hearse. 


The vehicle in the instant case, as 
designed and equipped, is an ambu- 
lance and comes within the exemp- 
tion provided by section 4063 (a) (4) 
of the Code. Accordingly, the tax im- 
posed by section 4061 (a) (1) does not 
apply to sales of such vehicle by the 
manufacturer. 


26 CFR 48.4061(a)-1: Imposition of tax. 


Semitrailer for off-highway haul- 
ing of heavy oil field equipment. 
The manufacturers tax imposed by 
section 4061(a)(1) of the Code 
does not apply to semitrailers that 
are designed for use in hauling 
heavy oil field equipment over 
rough terrain in oil field operations, 
have gross vehicle weights ranging 
from 80,000 to 120,000 pounds 
and widths from 102 to 114 inches, 
and may be used on the public 
highway only under highly restric- 
tive special permits that substan- 
tially limit their highway use. 


Rev. Rul. 77-141 


Advice has been requested whether 
the manufacturers excise tax imposed 
by section 4061(a) (1) of the Internal 
Revenue Code of 1954 applies to sales 
by the manufacturer or importer of 
the semitrailers described below. 


The semitrailers, some of which are 
of a low bed type, are designed for 
use in hauling heavy oil field equip- 
ment, such as drawworks. They are 
constructed with features that make 
them particularly suitable for use over 


rough terrain in oil field operations. 
They are structurally reinforced to en- 
able them to carry their guaranteed 
weight capacity squarely in the middle 
of the load bed or on any limited por- 
tion thereof. This special design fea- 
ture is in contrast to standard high- 
way trailers that have guaranteed 
weight capacity ratings based on an 
even load distribution. 

The semitrailers have gross vehicle 
weights ranging from 80,000 pounds 
to 120,000 pounds and widths from 
102 to 114 inches, thus generally ex- 
ceeding both the maximum loaded 
weight and width limitations for high- 
way use set by the state in which they 
are operated. Consequently, the semi- 
trailers may be used on the public 
highway only under highly restrictive 
special permits. These permits restrict 
highway movement of the vehicles to 
daylight hours and prohibit movement 
on weekends or during inclement 
weather. Further, the cost of the per- 
mits increases according to size and 
weight for each waiver of size or 
weight limitations. For these reasons, 
operation of the semitrailers under 
permits is not normally considered to 
be an economically feasible business 
practice. 

Section 4061 (a) (1) of the Code im- 
poses a tax on certain motor vehicle 
articles (including in each case parts 
or accessories therefor sold on or in 
connection therewith or with the sale 
thereof) sold by the manufacturer, 
producer, or importer. Among the arti- 
cles enumerated in that section are 
truck and bus trailer and semitrailer 
chassis and bodies. 

Section 48.4061(a)-1(d)(1) of the 
Manufacturers and Retailers Excise 
Tax Regulations defines “highway 
vehicle” as any self-propelled vehicle, 
or any trailer or semitrailer, designed 
to perform a function of transporting 
a load over public highways, whether 
or not also designed to perform other 
functions, but does not include a vehi- 
cle described in section 48.4061 (a)- 
1(d)(2) of the regulations. Section 
48.4061 (a)-1(d) (2) (ii) provides that 
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a self-propelled vehicle, or a trailer or 
semitrailer, is not a highway vehicle if 
it is (A) specially designed for the 
primary function of transporting a 
particular type of load other than over 
the public highway in connection with 
a construction, manufacturing, proc- 
essing, farming, mining, drilling, or 
timbering, or operation similar to any 
one of the foregoing enumerated oper- 
ations, and (B) if by reason of such 
special design, the use of such vehicle 
to transport such load over the public 
highways is substantially limited or 
substantially impaired. The regula- 
tions further provide that for purposes 
of applying the rule of (B), account 
may be taken of whether the vehicle 
may travel at regular highway speeds, 
requires a special permit for highway 
use, is overweight, overheight, or over- 
width for regular highway use, and 
any other relevant considerations. 


The semitrailers in this case have 
features indicating they are specially 
designed for the primary function of 
transporting heavy equipment other 
than over the public highway, and be- 
cause of such design the use of the 
semitrailers on the highway is substan- 
tially limited. Therefore, te semitrail- 
ers are not highway vehicles for pur- 
poses of section 4061(a)(1) of the 
Code. Accordingly, sales thereof by the 
manufacturer or importer are not sub- 
ject to the tax imposed by that section. 


26 CFR 48.4061 (a)-1: Imposition of tax; 
exclusion for light-duty trucks, etc. 

(Also Sections 4041, 4063, 4072, 4081, 
4482, 6421; 41.4482(a)-1, 48.4041-6, 
48.4063-1, 48.4072-1, 48.4081, 48.6421 (a)- 
1, 142.1-1.) 


T.D. 7461 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER D, PART 41.—EXCISE 
TAX ON USE OF CERTAIN 
HIGHWAY MOTOR  VEHI- 
CLES.—PART 48.—MANUFAC- 
TURERS AND RETAILERS EX- 
CISE TAXES.—PART  142.— 
TEMPORARY EXCISE TAX 


317 








Section 4061 


REGULATIONS UNDER THE 
REVENUE ACT OF 1971. 


Highway vehicles 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 


Washington, D.C. 20224. 


.To Officers and Employees of the In- 
ternal Revenue Service and 
Others Concerned: 


Preamble 


By a notice of proposed rule making 
appearing in the Federal Register for 
January 5, 1976 (41 F.R. 768), 
amendments to the Highway Motor 
Vehicle Use Tax Regulations (26 
CFR Part 41) and the Manufacturers 
and Retailers Excise Tax Regulations 
(26 CFR Part 48) were proposed in 
order to clarify the definition of 
“highway vehicle” and to apply such 
definition uniformly for purposes of 
various sections of the Internal Reve- 
nue Code of 1954. Amendments to 
the Manufacturers and Retailers Ex- 
cise Tax Regulations were also pro- 
posed to conform them to changes 
made in section 4061(a) by section 
401(a)(1) and (h)(1) of the Reve- 
nue Act of 1971 (85 Stat. 530, 534) 
[Pub. L. 92-178, 1972-1 C.B. 443], re- 
lating to repeal of manufacturers ex- 
cise tax on passenger automobiles, 
light-duty trucks, etc., and to the 
amendment of section 6421(a) by sec- 
tion 205(b) (1) (A) of the Airport and 
Airway Revenue Act of 1970 (84 Stat. 
241). In addition, it was proposed to 
delete § 142.1-1(d) of the Temporary 
Excise Tax Regulations under the 
Revenue Act of 1971 (26 CFR 142.1- 
1(d)), relating to light-duty trucks, 
buses, and related articles. 

Comments were received in re- 
sponse to the notice of proposed rule 
making and a public hearing was held 
on May 20, 1976. After consideration 
of all relevant matter presented by 
interested persons regarding the pro- 
posed rules, those rules are adopted as 
revised in certain respects by this 
document. 
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The principal revisions to those 
rules, as adopted by this document, 
may be summarized as follows: 

1. Paragraph (d)(2)(i) of 
§ 48.4061 (a)-1, relating to the excep- 
tion to the definition of highway vehi- 
cle for certain specially designed mo- 
bile machinery for nontransportation 
functions, has been clarified in several 
particulars. Notably, machinery or 
equipment will be considered to be 
permanently mounted if attached to a 
chassis by welding, bolting, or rivet- 
ing. The special design of the chassis 
need not have been authored by the 
manufacturer. The chassis may serve 
as a carriage or mount for the par- 
ticular machinery or equipment in- 
volved when not in operation. Finally, 
the list of nontransportation func- 
tions has been expanded to include 
processing and drilling; a_ similar 
change was made to subdivisions (11) 
and (ili) of § 48.4061 (a)-1(d) (2). 

2. Paragraph (d)(2)(ii) of 
§ 48.4061 (a)-1, relating to the excep- 
tion to the definition of highway vehi- 
cle for certain vehicles specially de- 
signed for offhighway transportation, 
has been clarified. The various func- 
tions, performed by equipment affixed 
to a vehicle, of caring for a load 
transported by the vehicle over the 
public highways are considered to be 
related to public highway transporta- 
tion. Finally, a series of criteria are 
described for determining whether the 
use of a vehicle to transport a load 
over the public highways is substan- 
tially limited or substantially impaired. 

3. Paragraph (e) (2) (ii) and (iii) 
of § 48.4061(a)-1, relating to tax-free 
sales of chassis and bodies for use as 
a component of a vehicle other than 
a highway vehicle, has been modified. 
Pursuant to such provision, a manu- 
facturer or reseller may sell a chassis 
or body tax free if he is furnished an 
appropriate form of statement by the 
purchaser and if he retains such state- 
ment for at least 3 years and discloses 
on the sales invoice the tax-free na- 
ture of the sale. However, in appro- 
priate cases, the Internal Revenue 





Service may directly notify a manu- 
facturer or reseller that sales of a 
specified type of chassis or body may 
not be made tax free under this pro- 
vision. 


Adoption of amendments to the regu- 
lations 


On January 5, 1976, a notice of 
proposed rule making was published 
in the Federal Register (41 F.R. 768) 
with respect to amending the High- 
way Motor Vehicle Use Tax Regula- 
tions (26 CFR Part 41), the Manu- 
facturers and Retailers Excise Tax 
Regulations (26 CFR Part 48), and 
the Temporary Excise Tax Regula- 
tions under the Revenue Act of 1971 
(26 CFR Part 142). After considera- 
tion of all relevant matter presented 
by interested persons regarding the 
proposed rules, such regulations are 
hereby amended as follows: 


EXCISE TAX OF USE OF 
CERTAIN HIGHWAY MOTOR 
VEHICLES (26 CFR PART 41) 


Paragraph 1. Section 41.4482(a) -1 
is amended to read as follows: 


§ 41.4482(a)-1 Definition of high- 
way motor vehicle. 


(a) Highway motor vehicle. The 
term “highway motor vehicle” means 
any vehicle that is both— 


(1) A vehicle propelled by means 
of its own motor, whether such motor 
is powered by gasoline, diesel fuel, 
special motor fuels, electricity, or 
otherwise, and 

(2) A “highway vehicle” as de- 
fined in paragraph (c) of this section. 

(b) Treatment of certain excluded 
vehicles. Although trailers and semi- 
trailers used in combination with 
highway trucks or truck-tractors are 
not vehicles the use of which is sub- 
ject to the tax imposed by section 
4481(a), trailers and semitrailers cus- 
tomarily used in combination with 
highway trucks or truck-tractors are 
taken into account in determining the 
taxable gross weight of the highway 
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motor vehicle under § 41.4482(b)-1, 
which is the base of the tax. 

(c) Highway vehicle. For the defi- 
nition of the term “highway vehicle” 


as used in this subchapter, see 
§ 48.4061 (a)-1(d). 


MANUFACTURERS AND 
RETAILERS EXCISE TAXES 
(26 CFR PART 48) 


Par. 2. Section 48.4041 is amended 
by revising subsections (b) through 
(e) of section 4041, by adding new 
subsections (f), (g), and (h) to sec- 
tion 4041, and by revising the his- 
torical note, as follows: 


§ 48.4041 Statutory provisions; impo- 
sition of tax. 


Sec. 4041. Imposition of tax. * * * 

(b) Special motor fuels. There is hereby 
imposed a tax of 4 cents a gallon upon ben- 
zol, benzene, naphtha, liquified petroleum 
gas, casinghead and natural gasoline, or 
any other liquid (other than kerosene, gas 
oil, or fuel oil, or any product taxable 
under section 4081 or subsection (a) of this 
section )— 

(1) Sold by any person to an owner, 
lessee, or other operator of a motor vehicle 
or motorboat for use as a fuel in such motor 
vehicle or motorboat; or 

(2) Used by any person as a fuel in a 
motor vehicle or motorboat unless there 
was a taxable sale of such liquid under 
paragraph (1). 


In the case of a liquid taxable under this 
subsection sold for use or used otherwise 
than as a fuel in a highway vehicle (A) 
which (at the time of such sale or use) is 
registered, or is required to be registered, 
for highway use under the laws of any State 
or foreign country, or (B) which, in the 
case of a highway vehicle owned by the 
United States, is used on the highway, the 
tax imposed by paragraph (1) or by para- 
graph (2) shall be 2 cents a gallon. If a 
liquid on which tax was imposed by para- 
graph (1) at the rate of 2 cents a gallon 
by reason of the preceding sentence is used 
as a fuel in a highway vehicle (A) which 
(at the time of such use) is registered, or 
is required to be registered, for highway 
use under the laws of any State or foreign 
country, or (B) which, in the case of a 
highway vehicle owned by the United 
States, is used on the highway, a tax of 2 
cents a gallon shall be imposed under para- 
graph (2). 

(c) Noncommercial aviation—(1) In 
general. There is hereby imposed a tax of 
7 cents a gallon upon any liquid (other 
than any product taxable under section 

(A) Sold by any person to an owner, 
lessee, or other operator of an aircraft, for 


use as a fuel in such aircraft in noncom- 
mercial aviation; or 

(B) Used by any person as a fuel in an 
aircraft in noncommercial aviation, unless 
there was a taxable sale of such liquid 
under this section. 

(2) Gasoline. There is hereby imposed 
a tax (at the rate specified in paragraph 
(3)) upon any product taxable under sec- 
tion 4081— 

(A) Sold by any person to an owner, 
lessee, or other operator of an aircraft, for 
use as a fuel in such aircraft in noncom- 
mercial aviation; or 

(B) Used by any person as a fuel in an 
aircraft in noncommercial aviation, unless 
there was a taxable sale of such product 
under subparagraph (A). 


The tax imposed by this paragraph shall be 
in addition to any tax imposed under sec- 
tion 4081. 

(3) Rate of tax. The rate of tax imposed 
by paragraph (2) is as follows: 

3 cents a gallon for the period ending 
September 30, 1979; and 

5% cents a gallon for the period after 
September 30, 1979. 

(4) Definition of noncommercial avia- 
tion. For purposes of this chapter, the term 
“noncommercial aviation” means any use 
of an aircraft, other than use in a business 
of transporting persons or property for com- 
pensation or hire by air. The term also in- 
cludes any use of an aircraft, in a business 
described in the preceding sentence, which 
is properly allocable to any transportation 
exempt from the taxes imposed by sections 
4261 and 4271 by reason of section 4281 or 
4282. 

(5) Termination. On and after July 1, 
1980, the taxes imposed by paragraphs (1) 
and (2) shall not apply. 

(d) Additional tax. If a liquid on which 
tax was imposed on the sale thereof is tax- 
able at a higher rate under subsection 
(c)(1) of this section on the use thereof, 
there is hereby imposed a tax equal to the 
difference between the tax so imposed and 
the tax payable at such higher rate. 

(e) Rate reduction. On and after Octo- 
ber 1, 1979— 

(1) The taxes imposed by subsections 
(a) and (b) shall be 1% cents a gallon, 
and 

(2) The second and third sentences of 
subsections (a) and (b) shall not apply. 

(f) Exemption for farm use—(1) Ex- 
emption. Under regulations prescribed by 
the Secretary or his delegate, no tax shall 
be imposed under this section on any liquid 
sold for use or used on a farm for farming 
purposes. 

(2) Use on a farm for farming purposes, 
For purposes of paragraph (1) of this sub- 
section, use on a farm for farming purposes 
shall be determined in accordance with 
paragraphs (1), (2), and (3) of section 
6420(c). 

(g) Exemption for use as supplies for 
vessels. Under regulations prescribed by the 
Secretary or his delegate, no tax shall be 
imposed under this section on any liquid 
sold for use or used as supplies for vessels 


Section 4061 


or aircraft (within the meaning of section 
4221(d) (3)) 

(h) Registration. If any liquid is sold by 
any person for use as a fuel in an aircraft, 
it shall be presumed for purposes of this 
section that a tax aha by this section 
applies to the sale of such liquid unless the 
purchaser is registered in such manner 
(and furnishes such information in respect 
of the use of the liquid) as the Secretary or 
his delegate shall by regulations provide. 


[Sec. 4041 as amended and in effect Jan. 1, 
1959, and as amended by sec. 201(b), Fed- 
eral-Aid Highway Act 1959 (73 Stat. 613) 
[Pub. L. 86-342, 1959-2 C.B. 697]; sec. 
201(a), (c), and (d), Federal-Aid High- 
way Act 1961 (75 Stat. 123, 124) [Pub. L. 
87-61, 1961-2 C.B. 309]; Sec. 802(a) (2), 
Excise Tax Reduction Act 1965 (79 Stat. 
159) [Pub. L. 89-44, 1965-2 C.B. 568]; 
sec. 202(a) and (b), Airport and Airway 
Rev. Act 1970 (84 Stat. 237, 238); sec. 
301(a)(1) and (2), Act of Dec. 31, 1970 
(Pub. L. 91-605, 84 Stat. 1743) [1971-1 
C.B. 531]; sec. 303(a)(1) and (2), Act of 
May 5, 1976 (Pub. L. 94-280, 90 Stat. 
456 [1976-2 C.B. 518] 


Par. 3. Section 48.4041-6 is 
amended to read as follows: 


§ 48.4041-6 Dual use of taxable liquid. 


Tax applies to all taxable liquid 
sold for use or used as a fuel in the 
motor which is used to propel a diesel- 
powered highway vehicle or in the 
motor used to propel a motor vehicle, 
motorboat, or airplane, even though 
the motor is also used for a purpose 
other than the propulsion of the vehi- 
cle. Thus, where the motor of a diesel- 
powered highway vehicle or of a mo- 
tor vehicle, motorboat, or airplane 
operates special equipment by means 
of a power take-off or power transfer, 
tax applies to all taxable liquid sold 
for such use or so used, whether or 
not the special equipment is mounted 
on the vehicle. For example, tax ap- 
plies to diesel fuel sold to operate the 
mixing unit on a concrete mixer truck 
if the mixing unit is operated by 
means of a power take-off from the 
motor of the vehicle. Similarly, tax 
applies to all taxable liquid sold for 
use or used in a motor propelling a 
fuel oil truck even though the same 
motor is used to operate the pump 
(whether or not mounted on the 
truck) for discharging the fuel into 
customers’ storage tanks. However, 
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tax does not apply to liquid sold for 
use or used in a separate motor to 
operate special equipment (whether 
or not the equipment is mounted on 
the vehicle). If the taxable liquid 
used in a separate motor is drawn 
from the same tank as the one which 
supplies fuel for the propulsion of the 
vehicle, a reasonable determination of 
the quantity of taxable liquid used in 
such separate motor will be acceptable 
for purposes of application of the tax. 
Such determination must be based, 
however, on the operating experience 
of the person using the taxable liquid 
and the taxpayer must maintain rec- 
ords which will support the allocation 
used. Devices to measure the number 
of miles the vehicle has traveled, such 
as hubometers, may be used in making 
a preliminary determination of the 
number of gallons of fuel used to 
propel the vehicle. In order to make 
a final determination of the number 
of gallons of fuel used to propel the 
vehicle, there must be added to this 
preliminary determination the amount 
of fuel consumed while idling or 
warming up the motor preparatory to 
propelling the vehicle. 

Par. 4. Section 48.4041-7 is amend- 
ed by revising paragraphs (b) and 
(c) to read as follows: 


§ 48.4041-7 Definitions. 
* * * # x 


(b) Diesel-powered highway vehi- 
cle—(1) In general. The term “diesel- 
powered highway vehicle” means any 
highway vehicle (within the meaning 
of paragraph (b) (2) of this section) 
which is also a motor vehicle (as de- 
fined in paragraph (c) of this sec- 
tion) and which uses diesel fuel (as 
defined by paragraph (e) of this sec- 
tion) for propulsion purposes. 

(2) Highway vehicle. The term 
“highway vehicle” has the same mean- 
ing assigned to such term under 
§ 48.4061 (a)-1(d). 

(c) Motor vehicles. The term “mo- 
tor vehicle” includes all types of ve- 
hicles propelled by motor which are 
designed for carrying or towing loads 
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from one place to another, regardless 
of the type of load or material car- 
ried or towed and whether or not the 
vehicle is registered or required to be 
registered for highway use, such as 
fork lift trucks used to carry loads at 
railroad stations, industrial plants, 
warehouses, etc. The term does not 
include farm tractors; nor does it in- 
clude trench diggers, power shovels, 
bulldozers, road graders or rollers, 
and similar equipment which does not 
carry or tow a load; nor does it in- 
clude any vehicle which moves ex- 
clusively on rails. 


* * * * * 


Par. 5. Section 48.4061(a) is 
amended to read as follows: 


§ 48.4061(a) Statutory provisions; 
imposition of tax. 


Sec. 4061. Imposition of tax—(a) 
Trucks, buses, tractors, etc.—(1) Tax im- 
posed. There is hereby imposed upon the 
following articles (including in each case 
parts and accessories therefor sold on or in 
connection therewith or with the sale 
thereof) sold by the manufacturer, pro- 
ducer, or importer a tax of 10 percent of 
the price for which so sold, except that on 
and after October 1, 1979, the rate shall 
be 5 percent— 

Automobile truck chassis. 

Automobile truck bodies. 

Automobile bus chassis. 

Automobile bus bodies. 

Truck and bus trailer and semitrailer 
chassis. 

Truck and bus trailer and semitrailer 
bodies. 

Tractors of the kind chiefly used for 
highway transportation in combination 
with a trailer or semitrailer. 


A sale of an automobile truck, bus, truck 
or bus trailer or semitrailer shall, for the 
purposes of this subsection, be considered to 
be a sale of a chassis and of a body enum- 
erated in this subsection. 

(2) Exclusion for light-duty trucks, etc. 
The tax imposed by paragraph (1) shall 
not apply to a sale by the manufacturer, 
producer, or importer of the following arti- 
cles suitable for use with a vehicle having 
a gross vehicle weight of 10,000 pounds or 
less (as determined under regulations pre- 
scribed by the Secretary or his delegate )— 

Automobile truck chassis. 

Automobile truck bodies. 

Automobile bus chassis. 

Automobile bus bodies. 

Truck trailer and semitrailer chassis and 
bodies, suitable for use with a trailer or 
semitrailer having a gross vehicle weight of 
10,000 pounds or less (as so determined). 





[Sec. 4061(a) as amended and in effect 
January 1, 1959, and as amended by sec. 
3(a)(1), Tax Rate Extension Act 1959 
(73 Stat. 157); sec. 202(a)(1), Public 
Debt and Tax Rate Extension Act 1960 
(74 Stat. 290) [Pub. L. 86-564, 1960-2 
C.B. 681]; sec. 204, Federal-Aid Highway 
Act 1961 (75 Stat. 126); sec. 3(a)(1), 
Tax Rate Extension Act 1961 (75 Stat. 
193) [Pub. L. 87-72, 1961-2 C.B. 317); 
sec. 3(a) (1), Tax Rate Extension Act 1962 
(76 Stat. 114) [Pub. L. 87-508, 1962-3 
C.B. 58]; sec. 3(a)(1), Tax Rate Exten- 
sion Act 1963 (77 Stat. 72) [Pub. L. 88- 
52, 1963-2 C.B. 697]; sec. 2(a) (1), Excise- 
Tax Rate Extension Act 1964 (78 Stat. 
237) [Pub. L. 88-348, 1964-2 C.B. 594); 
sec. 201(a), Excise Tax Reduction Act 
1965 (79 Stat. 136) [Pub. L. 89-44, 1965-2 
C.B. 568]; sec. 201(a), Tax Adjustment 
Act 1966 (80 Stat. 65) [Pub. L. 89-368, 
1966-1 C.B. 379]; Joint Resolution of April 
12, 1968 (Pub. L. 90-285, 82 Stat. 92) 
[1968-1 C.B. 659]; sec. 105(a) (1), Reve- 
nue and Expenditure Control Act 1968 (82 
Stat.\ 265) [Pub. L. 90-364, 1968-2 C.B. 
715]; sec. 702(a)(1), Tax Reform Act 
1969 (83 Stat. 660) [Pub. L. 91-172, 1969- 
3 C.B. 10]; sec. 201(a) (1), Excise, Estate, 
and Gift Tax Adjustment Act 1970 (84 
Stat. 1843) [Pub. L. 91-614, 1971-1 CB. 
533]; sec. 303(a) (3), Act of Dec. 31, 1970 
(Pub. L. 91-605, 84 Stat. 1743) [1971-1 
C.B. 532]; sec. 401(a) (1), Rev. Act 1971 
(85 Stat. 530) [Pub. L. 92-178, 1972-1 
C.B. 443]; sec. 303(a) (3) Act of May 5, 
1976 (Pub. L. 94-280, 90 Stat. 456) [1976- 
2 C.B. 518]] 


Par. 6. Section 48.4061(a)-1 is 
amended to read as follows: 


§ 48.4061(a)-1 Imposition of tax; ex- 
clusion for light-duty trucks, etc. 

(a) Imposition of tax—(1) In gen- 
eral. Section 4061(a)(1) imposes a 
tax on the sale by the manufacturer, 
producer, or importer of the follow- 
ing articles (including in each case 
parts and accessories therefor sold on 
or in connection therewith or with 
the sale thereof) : 

(i) Automobile truck and bus chas- 
sis and bodies; 

(ii) Truck and bus trailer and semi- 
trailer chassis and bodies; and 

(iii) Tractors of the kind chiefly 
used for highway transportation in 
combination with a trailer or semi- 
trailer. 


For purposes of this section, a sale 
of an automobile truck or bus, or a 
truck or bus trailer or semitrailer, 
shall be considered to be a sale of a 
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chassis and of a body enumerated in 
this paragraph (a) (1). 

(2) Special rule applicable to chas- 
sis and bodies. A chassis or body enu- 
merated in paragraph (a) (1) of this 
section is taxable under section 4061 
(a)(1) only if such chassis or body 
is, within the meaning of paragraph 
(e) of this section, sold for use as a 
component part of a highway vehicle 
(as defined in paragraph (d) of this 
section) , which is an automobile truck 
or bus, a truck or bus trailer or semi- 
trailer, or a tractor of the kind chiefly 
used for highway transportation in 
combination with a trailer or semi- 
trailer. Furthermore, a chassis or body 
which is not enumerated in paragraph 
(a) (1) of this section is not taxable 
under section 4061(a)(1) even 
though such chassis or body is used as 
a component part of a highway vehicle 
(e.g., a chassis or body of a passenger 
automobile) . 


(3) Equipment installed on chassis 
or bodies. (i) For purposes of the tax 
imposed by section 4061(a)(1), 
equipment or machinery installed on 
a taxable chassis or body is considered 
to be an integral part of the taxable 
chassis or body if the machinery or 
equipment contributes toward the 
highway transportation function of 
the chassis or body, regardless of 
whether separate sales of the machin- 
ery or equipment would be subject to 
the tax on automotive parts or ac- 
cessories imposed by section 4061 (b). 
Therefore, the amount of the sale 
price of a taxable chassis or body that 
is attributable to such machinery or 
equipment must be included in the tax 
base when computing the tax due on 
a manufacturer’s or importer’s sale or 
use of a taxable chassis or body. Ex- 
amples of the type of machinery or 
equipment that contribute to the 
highway transportation function of a 
chassis or body are the following: 
loading and unloading equipment; 
towing winches; and all other machin- 
ery or equipment contributing to ei- 
ther the maintenance or safety of the 
vehicle, the preservation of cargo 


(other than refrigeration units), or 
the comfort or convenience of the 
driver or passengers. 

(ii) Amounts charged for machin- 
ery or equipment that is installed on 
a taxable chassis or body are not part 
of the taxable sale price of the chassis 
or body if (A) such machinery or 
equipment does not contribute toward 
the highway transportation function 
of the chassis or body and (B) the 
reasonableness of the charge for the 
machinery or equipment is support- 
able by adequate records. Examples 
of such machinery or equipment are 
the following: equipment designed to 
spread materials on the highway; ma- 
chinery or equipment used solely in 
the operation of mobile amusement 
rides; television equipment mounted 
in a mobile television studio; machine 
shop equipment mounted in a mobile 
machine shop; and car crushing 
equipment mounted on the chassis of 
a mobile car crusher. 


(4) Passenger automobile chassis 
and bodies, motorcycles, etc. No tax is 
imposed under section 4061(a) on the 
sale of a motorcycle or, in the case 
of a sale made after December 10, 
1971, on the sale of automobile chas- 
sis and bodies not enumerated in para- 
graph (a)(1) of this section, or of 
trailer and semitrailer chassis and 
bodies suitable for use in combination 
with passenger automobiles. For tax 
on certain sales made after December 
31, 1958, and before December 11, 
1971, see paragraph (b) (4) of this 
section. 

(5) Cross references. For additional 
rules relating to the sale of a chassis 
or body enumerated in this paragraph 
for use as a component part of a 
highway vehicle, see paragraph (e) 
of this section. For exclusion of cer- 
tain light-duty highway vehicles, see 
paragraph (f) of this section. For 
provisions relating to the tax-free sale 
of bodies to certain manufacturers, see 
section 4063(b) and the regulations 
thereunder. For other exemptions 
from the tax imposed under section 


4061(a), see sections 4063 and 4221 
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and the regulations thereunder. For 
special rules relating to the sale by a 
manufacturer of a vehicle consisting 
of a tax-paid chassis and a body man- 
ufactured by him, see § 48.4061 (a) -5. 
(b) Rate and computation of tax— 
(1) In general. With respect to the 
articles enumerated in paragraph (a) 
(1) of this section, the rate of tax 
imposed by section 4061(a) (1) is: 


Percent 
(i) For articles sold during 
the period beginning on Janu- 
ary 1, 1959, and ending on 


September 30, 1979 . .__-__-- 10 
(ii) For articles sold on or 
after October 1, 1979 ____-_- 5 


(2) Determination of price subject 
to tax. The tax is computed by apply- 
ing to the price for which the article 
is sold the rate in effect at the time 
of the sale. For definition of the term 
“price” and for application of the tax 
to leases of articles, see sections 4216 
and 4217, respectively, and the regu- 
lations thereunder. If an article sub- 
ject to tax under section 4061(a) has 
equipment mounted thereon to per- 
form functions other than in connec- 
tion with the transportation of per- 
sons or property, no tax under section 
4061(a) attaches to that part of the 
selling price of the completed unit 
which is reasonably attributable to 
such equipment provided such part of 
the selling price is billed separately 
on the invoice to the customer or can 
otherwise be established by adequate 
records. For other rules relating to the 
sale of parts or accessories in connec- 
tion with the sale of a chassis, body, 
or completed unit, see § 48.4061 (a) -4. 
For special rules relating to the de- 
termination of selling price when 
equipment or machinery is perma- 
nently installed on a taxable chassis 
or body, see paragraph (a) (3) of this 
section. 

(3) Tax on trailers sold before De- 
cember 11, 1971. With respect to sales 
made after December 31, 1958, and 
before December 11, 1971, the rate of 
tax imposed under section 4061 (a) 
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on a trailer or semitrailer chassis or 
body that is a highway vehicle within 
the meaning of paragraph (d) of this 
section depends upon a classification 
of the article. The sale during this 
period of a trailer or semitrailer chas- 
sis or body (other than a house trail- 
er) suitable for use in combination 
with passenger automobiles is subject 
to tax as set forth in paragraph (b) 
(4) of this section. A trailer suitable 
for use in combination with a pas- 
senger automobile which is designed 
for purposes other than living or 
sleeping, commonly referred to as a 
“utility trailer”, is an example of a 
trailer taxable at the 7 percent rate 
set forth in paragraph (b) (4) of this 
section. The sale of a trailer or semi- 
trailer chassis or body that is not suit- 
able for use in combination with pas- 
senger automobiles is subject to tax 
as set forth in paragraph (b)(1) of 
this section. 

(4) Passenger automobile chassis 
and bodies and related articles sold 
before December 11, 1971. With re- 
spect to the sale after December 31, 
1958, and before December 11, 1971, 
of (i) automobile chassis and bodies 
not enumerated in paragraph (a) (1) 
of this section or (ii) trailer and semi- 
trailer chassis and bodies suitable for 
use in combination with passenger au- 
tomobiles, the tax imposed by section 
4061(a) is computed in accordance 
with paragraph (b) (2) of this section 
at the rate of 10 percent for sales 
prior to June 22, 1965, and at the 
rate of 7 percent thereafter. 

(c) Liability for tax. The tax im- 
posed by section 4061(a) is payable 
by the manufacturer, producer, or im- 
porter making the sale. 

(d) Highway vehicle—(1) Defini- 
tion. For purposes of this subchapter, 
the term “highway vehicle” means any 
self-propelled vehicle, or any trailer or 
semitrailer, designed to perform a 
function of transporting a load over 
public highways, whether or not also 
designed to perform other functions, 
but does not include a vehicle de- 
scribed in paragraph (d) (2) of this 
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section. For purposes of this defini- 
tion, a vehicle consists of a chassis, or 
a chassis and a body if the vehicle has 
a body, but does not include the 
vehicle’s load. Therefore, in determin- 
ing whether a vehicle is a “highway 
vehicle”, it is immaterial that the ve- 
hicle is designed to perform a high- 
way transportation function for only 
a particular kind of load, such as pas- 
sengers, furnishings and personal ef- 
fects (as in a house, office or utility 
trailer), a special type of cargo, goods, 
supplies, or materials, or, except to the 
extent otherwise provided in para- 
graph (d) (2) (i) of this section, ma- 
chinery or equipment specially de- 
signed to perform some off-highway 
task unrelated to highway transporta- 
tion. In the case of specially designed 
machinery or equipment, it is also 
immaterial, except as provided in par- 
agraph (d) (2) (i) of this section, that 
such machinery or equipment is per- 
manently mounted on the vehicle. For 
purposes of paragraph (d) of this 
section, the term “transport” includes 
the term “tow”, and the term “public 
highway” includes any road (whether 
a Federal highway, State highway, city 
street, or otherwise) in the United 
States which is not a private roadway. 
A vehicle which is not a highway 
vehicle within the meaning of this 
paragraph shall be treated as a non- 
highway vehicle for purposes of this 
subchapter. Examples of vehicles that 
are designed to perform a function of 
transporting a load over the public 
highways are passenger automobiles, 
motorcycles, buses, and highway-type 
trucks, truck tractors, trailers, and 
semi-trailers. 

(2) Exceptions—(i) Certain spe- 
cially designed mobile machinery for 
non-transportation functions. A self- 
propelled vehicle or trailer or semi- 
trailer, is not a highway vehicle if it 
(A) consists of a chassis to which 
there has been permanently mounted 
(by welding, bolting, riveting, or 
other means) machinery or equipment 
to perform a construction, manufac- 
turing, processing, farming, mining, 





drilling, timbering, or operation simi- 
lar to any one of the foregoing enu- 
merated operations, if the operation 
of the machinery or equipment is un- 
related to transportation on or off the 
public highways, (B) the chassis has 
been specially designed to serve only 
as a mobile carriage and mount (and 
a power source, where applicable) for 
the particular machinery or equip- 
ment involved, whether or not such 
machinery or equipment is in opera- 
tion, and (C) by reason of such spe- 
cial design, such chassis could not, 
without substantial structural modifi- 
cation, be used as a component of a 
vehicle designed to perform a func- 
tion of transporting any load other 
than that particular machinery or 
equipment or similar machinery or 
equipment requiring such a specially 
designed chassis. 

(ii) Certain vehicles specially de- 
signed for offhighway transportation. 
A self-propelled vehicle, or a trailer or 
semi-trailer, is not a highway vehicle 
if it is (A) specially designed for the 
primary function of transporting a 
particular type of load other than over 
the public highway in connection with 
a construction, manufacturing, proc- 
essing, farming, mining, drilling, tim- 
bering, or operation similar to any one 
of the foregoing enumerated opera- 
tions, and (B) if by reason of such 
special design, the use of such vehicle 
to transport such load over the public 
highways is substantially limited or 
substantially impaired. For purposes of 
applying the rule of (B) of this sub- 
division, account may be taken of 
whether the vehicle may travel at reg- 
ular highway speeds, requires a special 
permit for highway use, is overweight, 
overheight or overwidth for regular 
highway use, and any other relevant 
considerations. Solely for purposes of 
determining under this paragraph (d) 
(2) (ii), where there is affixed to the 
vehicle equipment used for loading, 
unloading, storing, vending, handling, 
processing, preserving, or otherwise 
caring for a load transported by the 
vehicle over the public highways, the 





fun 
tior 


wa} 


be | 


ers 
trat 
hig 
not 
des: 
tha 
she 
tior 
anc 
wa’ 
tur 
far 
lar 

me 

spe 
for 


pos 
exi 
ipo 
voc 
def 
res 
at 

rul 
be 

per 
rul 
thi 
“hi 
wil 
rio 








=) 
8» 
ise 
he 
he 





functions are related to the transporta- 
tion of a load over the public high- 
ways even though such functions may 
be performed off the public highways. 


(iii) Certain trailers and semi-trail- 
ers specially designed to perform non- 
transportation functions off the public 
highways. A trailer or semi-trailer is 
not a highway vehicle if it is specially 
designed to serve no purpose other 
than providing an enclosed stationary 
shelter for the carrying on of a func- 
tion which is directly connected with 
and necessary to, and at the offhigh- 
way site of, a construction, manufac- 
turing, processing, mining, drilling, 
farming, timbering, or operation simi- 
lar to any one of the foregoing enu- 
merated operations such as a trailer 
specially designed to serve as an office 
for such an operation. 


(3) Optional application. For pur- 
poses of this subchapter, if any rules 
existing immediately prior to January 
13, 1977 would, if applicable, unequi- 
vocally resolve an issue involving the 
definition of a highway vehicle with 
respect to a period prior to such date, 
at the option of the taxpayer, such 
rules existing prior to such date shall 
be applied to resolve the issue for all 
periods prior to such date, and the 
rules of paragraph (d) (1) and (2) of 
this section, which define the term 
“highway vehicle”, shall not apply 
with respect to such issue for all pe- 
riods prior to such date. 


(4) Highway vehicles not subject to 
section 4061 tax. Although for pur- 
poses of this paragraph (d) passenger 
automobiles, automobile trailers and 
semi-trailers, motor homes, motorcy- 
cles, light-duty trucks, etc., will be 
considered to be highway vehicles be- 
cause they are designed to perform a 
function of transporting a load over 
public highways, the tax imposed un- 
der section 4061(a) does not apply to 
the sale of such vehicles because they 
either are not articles subject to tax 
under such section or are excluded 
from tax under section 4061 (a) (2). 
See also paragraph (a) (4) and (f) of 


this section. Despite the fact that pas- 
senger automobiles, passenger automo- 
bile trailers and semi-trailers, motor 
homes, motorcycles, light-duty trucks, 
etc., are not subject to the manufac- 
turers excise tax on highway vehicles 
imposed by section 4061(a), the fact 
that they are nevertheless considered 
highway vehicles for purposes of this 
subchapter can be of material signifi- 
cance in determining the applicability 
of such excise taxes as the tax imposed 
by section 4041 (relating to diesel and 
special motor fuels), the tax imposed 
by section 4071(a)(1) (relating to 
tires of the type used on highway ve- 
hicles) , or the tax imposed by section 
4481 (relating to highway use tax on 
highway motor vehicles). In addition, 
the definition of the term “highway 
vehicle” is material in determining the 
credits or refunds provided by section 
6416(b) (2) (I) (relating to diesel fuel 
used in certain highway vehicles) , sec- 
tion 6421(a) (relating to gasoline 
used for a nonhighway purpos2), sec- 
tion 6424 (relating to lubricating oil 
used otherwise than in a highway mo- 
tor vehicle) , and section 6427(a) (re- 
lating to diesel or special motor fuel 
not used for a taxable purpose) . 

(e) Sale of a chassis or body for use 
as a component of a vehicle other than 
a highway vehicle—(1) In general. 
Except as otherwise provided in para- 
graphs (a) (4), (e) (2), or (f) of this 
section, the sale of a chassis or body 
shall be deemed to be a sale of a 
chassis or body enumerated in para- 
graph (a)(1) of this section if such 
chassis or body is, in any sense, rea- 
sonably suitable for use as a compo- 
nent part of a highway vehicle that is 
either an automobile truck or bus, a 
truck or bus trailer or semitrailer, or 
a tractor of the kind chiefly used for 
highway transportation in combina- 
tion with a trailer or semitrailer. 

(2) Exceptions based on unitary 
concept—(i) Completed vehicles not 
qualifying as highway vehicles. With 
respect to the sale of a vehicle after 
January 13, 1977 which would other- 
wise be treated under paragraph (e) 
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(1) of this section as a sale of a chassis 
or body enumerated in paragraph (a) 
(1) of this section, the tax imposed 
under section 4061(a) shall not apply 
to such sale if the vehicle (considered 
as a completed unit) is not considered 
to be a highway vehicle within the 
meaning of paragraph (d) of this sec- 
tion. 

(ii) Tax-free sales of chassis and 
bodies. With respect to the sale after 
January 13, 1977 of a chassis or body 
(not including the sale of a completed 
vehicle described in paragraph (e) (2) 
(i) of this section) which would other- 
wise be treated under paragraph (e) 
(1) of this section as a sale of a chassis 
or body enumerated in paragraph (a) 
(1) of this section, the tax imposed 
under section 4061(a) shall not apply 
to such sale if the chassis or body is 
actually sold for use, or for resale for 
use, as a component part of a vehicle 
that is not a highway vehicle within 
the meaning of paragraph (d) of this 
section. For purposes of determining 
the liability of the manufacturer or 
reseller for the tax imposed under sec- 
tion 4061 (a), the test of the preceding 
sentence will be considered to be met 
if (A) the purchaser furnishes the 
statement set forth in paragraph (e) 
(2) (iv) of this section to the seller 
before the manufacturer files a return 
covering excise taxes for the period in 
which the sale was made, and (B) the 
manufacturer or reseller complies with 
the requirements set forth in para- 
graph (e) (2) (iii) of this section. 
However, even though the purchaser 
and manufacturer (or reseller) have 
complied with the foregoing, the tax 
imposed under section 4061 (a), shall 
apply to such sale if the manufacturer 
or reseller has received a written noti- 
fication (applicable with respect to 
such sale) from the Internal Revenue 
Service that sales of a specified type or 
types of chassis or bodies may not be 
made tax free pursuant to this para- 
graph (e) (2) (ii) until further notifi- 
cation. Any such notification issued by 
the Internal Revenue Service shall be 
effective only with respect to sales after 
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the manufacturer has received such 
notification. 


(iii) Requirements to be met. In 
order for a manufacturer or reseller to 
sell free of tax under paragraph (e) 
(2) (ii) of this section, an otherwise 
taxable chassis or body, the manufac- 
turer or reseller must— 


(A) Retain in his possession the 
' statement required to be furnished by 
the purchaser and such other evidence 
as may be furnished by the purchaser 
to support the tax-free sale. Such evi- 
dence shall be retained for at least 3 
years from the due date of the tax that 
would be due if the transaction in 
question had been a taxable sale; and 

(B) Indicate on the invoice with 
respect to the sale of the chassis or 
body that the sale of such article is 
made free of tax under paragraph (e) 
(2) (ii) of this section. 

(iv) Form of statement. In order 
for an otherwise taxable chassis or 
body to be sold free of tax under para- 
graph (e)(2) (ii) of this section, the 
purchaser must execute and furnish to 
the manufacturer or reseller a state- 
ment that substantially complies with 
the following form: 


+. | 
Under the penalty of perjury, the under- 
signed certifies that he, or the ____ 





(Name of 





purchaser if other than the undersigned) 
of which he is 
(Title) 





is in the business of , 

(State nature of business) 
and that the chassis and/or bodies covered 
by the accompanying order or contract for 
purchase from 








(Name and address of seller) 
are purchased for (check one) [] use, or 
for [] resale for use, as components of the 
following type or types of nonhighway vehi- 
cles: 

1. 
2. 











The undersigned understands that he 
must be prepared to establish by satisfac- 
tory evidence the actual use or disposition 
of such chassis or bodies and that, upon 
their use or disposition other than use as 
components of a nonhighway vehicle, he 
consents to be treated as the manufacturer 
of any such chassis or body purchased by 
him free of the tax imposed by section 
4061 (a). 
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The undersigned also understands that 
he and all guilty parties will, for use of 
this statement to willfully attempt to evade 
or defeat the tax imposed under section 
4061, be subject, under section 7201, to a 
fine of nor more than $10,000, or imprison- 
ment for not more than 5 years, or both, 
together with the costs of prosecution. 

The undersigned agrees to retain in his 
possession a copy of this statement for at 
least 3 years from its date. 





(Signature ) 


(Address) 





(v) Refund or credit of overpay- 
ment. If a purchaser furnishes the 
manufacturer with the statement de- 
scribed in pargaraph (e) (2) (iv) of 
this section after the time the manu- 
facturer has filed a return covering 
excise taxes for the period in which the 
sale was made, the manufacturer must 
include the tax on the sale in his re- 
turn for the period. However, in such 
case, if the conditions prescribed in 
paragraph (e) (2) (iii) of this section 
are met, a claim for refund of the tax 
paid on such sale may be filed by the 
manufacturer on Form 843, or a credit 
taken on a subsequent return, in ac- 
cordance with the provisions of sec- 
tions 6402(a) and 6416(a) and 
§ 48.6416(a) -1. 

(vi) Cross reference. For special 
rules relating to the sale by a manu- 
facturer of a vehicle consisting of a 
tax-paid chassis and a body manufac- 
tured by him, see §48.4061 (a) -5. 

(f) Exclusion of light-duty trucks, 
buses, and related articles from tax— 
(1) In general. (i) No tax is imposed 
by section 4061 (a) (1) on the sale after 
December 10, 1971, of the following 
articles, if suitable for use with a ve- 
hicle having a gross vehicle weight of 
10,000 pounds or less (as determined 
under paragraph (f) (3) of this sec- 
tion) : 

(A) Automobile truck and bus 
chassis and bodies, and 


(B) Truck trailer and semitrailer 
chassis and bodies, suitable for use 
with a trailer or semitrailer having a 
gross vehicie weight of 10,000 pounds 
or less (as so determined). 


(ii) For purposes of this part, a 





chassis or body is suitable for use with 
a vehicle having a gross vehicle weight 
of 10,000 pounds or less (hereafter re- 
ferred to in this paragraph (f) as a 
“light-duty vehicle”) if such chassis or 
body is commonly used with such a 
vehicle or possesses actual, practical, 
and commercial fitness for such use. A 
truck or bus chassis, sold after Decem- 
ber 10, 1971, which is suitable for use 
with a light-duty vehicle, is not sub- 
ject to the tax imposed by section 4061 
(a) (1) regardless of the body actually 
mounted thereon. Similarly, a truck 
trailer or semitrailer chassis sold after 
such date, suitable for use with a 
trailer or semitrailer having a gross 
vehicle weight of 10,000 pounds or 
less, which trailer or semitrailer is suit- 
able for use in connection with a light- 
duty towing vehicle, is not subject to 
such tax regardless of the body actu- 
ally mounted thereon. A truck or bus 
body, sold after such date, which is 
suitable for use with a light-duty vehi- 
cle, is not subject to such tax even 
though it may also be suitable for use 
with (and is actually a component of) 
a vehicle having a gross vehicle weight 
in excess of 10,000 pounds. Similarly, a 
truck trailer or semitrailer body sold 
after such date, suitable for use with 
a trailer or semitrailer having a gross 
vehicle weight of 10,000 pounds or 
less, which trailer or semitrailer is 
suitable for use with a light-duty tow- 
ing vehicle, is not subject to such tax 
even though it may also be suitable 
for use with (and is actually a compo- 
nent of) a trailer or semitrailer having 
a gross vehicle weight of more than 
10,000 pounds, or is used in connection 
with a vehicle having a gross vehicle 
weight of more than 10,000 pounds. 

(iii) Where an exempt body is 
mounted on a taxable chassis, or a 
taxable body is mounted on an exempt 
chassis, the taxable chassis or taxable 
body, as the case may be, nevertheless 
remains subject to such tax, if the re- 
sulting vehicle is a highway vehicle as 
defined in paragraph (d) of this sec- 
tion. 
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(2) Parts and accessories. (i) The 
sale of a part or accessory which, if 
sold on December 10, 1971, would be 
subject to the tax imposed by section 
4061(a)(1) as in effect at such time, 
is not subject to the tax imposed by 
section 4061(a)(1) as in effect after 
such date if— 

(A) It is sold by the manufacturer 
on or in connection therewith, or with 
the sale of, a vehicle enumerated in 
paragraph (f)(1)(i) of this section 
which is not subject to such tax, and 

(B) It is not a replacement part 
(as defined in paragraph (f) (2) (ii) of 
this section) . 

(ii) For purposes of this paragraph 
(f) (2), a part or accessory is consid- 
ered sold with a vehicle if, as of the 
time the article is sold by the manufac- 
turer, the part or accessory has been 
ordered from such manufacturer for 
use with the vehicle. Thus, for exam- 
ple, original equipment sold after De- 
cember 10, 1971, with a light-duty 
vehicle, consisting of parts and acces- 
sories which are ordered from the 
manufacturer of the vehicle not later 
than the time at which such vehicle is 
sold by him (whether or not installed 
as of such time) are not subject to 
such tax. For purposes of this para- 
graph (f) (2), a part is a replacement 
part, regardless of when ordered, if its 
use with a vehicle is as a replacement 
for a part of such vehicle. Therefore, 
spare parts or accessories sold sepa- 
rately or ordered with a light-duty 
truck are subject to the tax imposed 
on sales of parts or accessories by sec- 
tion 4061(b) (1), unless they are ex- 
cluded from tax as articles used inter- 
changeably between truck and passen- 
ger vehicles under the provisions of 
section 4061(b) (2). 

(3) Gross vehicle weight. (i) For 
purposes of paragraph (f) (1) of this 
section, gross vehicle weight means the 
maximum total weight of a loaded 
vehicle. Except as otherwise provided 
in this paragraph (f) (3), such maxi- 
mum total weight shall be the gross 
vehicle weight rating of the article (as 
manufactured) as specified or estab- 


lished by the manufacturer of the com- 
pleted article, unless such rating is un- 
reasonable in light of the facts and 
circumstances in a particular case. 

(ii) A manufacturer must specify 
or establish a weight rating for each 
chassis, body, or vehicle sold by him 
after September 22, 1971, if such arti- 
cle requires no additional manufacture 
other than (A) the addition of readily 
attachable articles, such as tire or rim 
assemblies or minor accessories, (B) 
the performance of minor finishing op- 
erations, such as painting, or (C) in 
the case of a chassis, the addition of a 
body. If an article is specially manu- 
factured to the purchaser’s specifica- 
tions, such specifications may be used 
to establish the gross vehicle weight of 
the article. 

(iii) A manufacturer shall maintain 
a record of the gross vehicle weight 
rating of each truck, bus, trailer, and 
semitrailer sold by him and excluded 
from the tax imposed by section 4061 
(a) (1) by reason of section 4061 (a) 
(2) and this paragraph (f). For this 
purpose, a record of the serial number 
of each such article shall be treated as 
a record of the gross vehicle weight 
rating of the article if such rating is 
indicated by the serial number. 

(iv) If (A) the manufacturer’s rat- 
ing indicated in a label or identifying 
device affixed to an article, (B) the 
rating set forth in his sales invoice or 
warranty agreement, and (C) his ad- 
vertised rating for that article (or two 
or more identical articles) are incon- 
sistent, the highest of such ratings will 
be considered to be the manufac- 
turer’s gross vehicle weight rating spe- 
cified or established for purposes of the 
tax imposed by section 4061 (a) (1). 

(v) With respect to articles sold 
after January 31, 1972, the manufac- 
turer’s gross vehicle weight rating must 
take into account the strength of the 
chassis frame, the axle capacity and 
placement, and the spring, brake, rim, 
and tire capacities. The component 
with the lowest weight rating ordinar- 
ily shall be considered determinative of 
the gross vehicle weight. If the capac- 
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ity of any of the readily attachable 
components (springs, brakes, rims, or 
tires) would otherwise be determina- 
tive of a gross vehicle weight rating of 
10,000 pounds or less, no readily at- 
tachable component will be taken into 
account in determining such rating 
unless the rating determined solely on 
the basis of the chassis frame or the 
total of the axle ratings is 12,000 
pounds or less. 

(vi) For purposes of paragraph (f) 
(3) (v) of this section, the term “total 
of the axle ratings” means the sum of 
the maximum load carrying capability 
(capacity and placement) of the axles 
(without regard to springs, brakes, 
rims, and tires) and, in the case of a 
trailer or semitrailer, the weight, if 
any, that is to be borne by the vehicle 
used in combination with the trailer 
or semi-trailer for which gross vehicle 
weight is determined. 


Par. 7. Section 48.4061(a)-5 is 
amended to read as follows: 


§ 48.4061(a)-5 Sale of automobile 
truck bodies and chassis. 


(a) Sale of completed vehicle. An 
automobile truck (as defined by 
§ 48.4061(a)-3(a)) for purposes of 
the tax imposed by section +061 (a) 
consists of two parts, namely, a body 
and a chassis. Generally, the tax ap- 
plies to the sale by the manufacturer 
of each. Thus, if the purchaser of a 
tax-paid chassis attaches to it a tax- 
able body manufactured by him and 
sells the completed vehicle, he is liable 
for tax based on the sale price of the 
body only. However, in such a case, 
the tax attaches to the selling price 
of the entire vehicle unless adequate 
records are available to show the por- 
tion of the total selling price attrib- 
utable to the body. 


(b) Cross references. For special 
rules relating to the sale of a chassis or 
body to a purchaser who will use it in 
the manufacture or assembly of a non- 
highway vehicle, see § 48.4061 (a)-1 
(e). With respect to bodies sold to a 
chassis manufacturer, see also section 
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4063(b) and the regulations thereun- 
der. 


Par. 8. Section 48.4063-1 is amended 
to read as follows: 


§ 43.4063-1 Tax-free sales of bodies 
to chassis manufacturers. 


Under the provisions of section 4063 
(b), the tax imposed by section 4061 
(a) shall not apply to bodies sold by 
the manufacturer thereof to a manu- 
facturer (but not an importer) of au- 
tomobile trucks (as defined by 
§ 48.4061 (a)-3(a)) to be sold by the 
purchaser. Thus, a manufacturer of 
automobile truck bodies is permitted 
to sell such bodies tax free to manu- 
facturers of automobile truck chassis. 
This section dos not apply with respect 
to the sale of an automobile truck 
chassis to manufacturers of automobile 
truck bodies. However, see § 48.4061 
(a)-1(e) with respect to the sale of an 
automobile truck chassis for use in the 
manufacture or assembly of a non- 
highway vehicle (within the meaning 
of § 48.4061(a)-1(d)). In order to 
effect a tax-free sale of a body as pro- 
vided in this section both the seller and 
purchaser must comply with the regis- 
tration and other requirements of sec- 
tion 4222 and the regulations there- 
under. A chassis manufacturer who 
purchases a body tax free as provided 
in this section shall, for purposes of 
application of the tax imposed by sec- 
tion 4061 (a), be considered the manu- 
facturer of such body. 

Par. 9. Section 48.4072-1 is amended 
by revising paragraph (c) to read as 
follows: 


§ 48.4072-1 Definitions. 


* % *% * % 


(c) Tires of the type used on high- 
way vehicles. The term “tires of the 
type used on highway vehicles”, for 
purposes of §§ 48.4071 through 
48.4073-3, means tires of the type used 
on (1) motor vehicles that are high- 
way vehicles within the meaning of 
§ 48.4061 (a)-1(d), such as tires used 
on motor trucks, buses, passenger au- 
tomobiles, motor homes, highway trac- 
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tors, trolley buses or coaches, or motor- 
cycles, and (2) vehicles of the type 
used in connection with motor vehicles 
that are highway vehicles within the 
meaning of § 48.4061(a)-1(d), such 
as tires used on truck or bus trailers, 
truck semitrailers, mobile homes, 
housetrailers, or utility trailers. The 
term “tires of the type used on high- 
way vehicles” does not include bicycle 
tires. Bicycle tires, however, are in- 
cluded in the term “other tires” as 
used in section 4071 (a) (2). 


* * * * * 


Par. 10. Section 48.4081 is 
amended by revising subsection (b) 
and the historical note to read as fol- 
lows: 


§ 48.4081 Statutory provisions; im- 
position of tax. 


Sec. 4081. Imposition of tax. * * * 

(b) Rate reduction. On and after Octo- 
ber 1, 1979, the tax imposed by this section 
shall be 11% cents per gallon. 


[Sec. 4081 as amended and in effect Jan. 1, 
1959, and as amended by sec. 201 (a), Fed- 
eral-Aid Highway Act 1959 (73 Stat. 613) 
[Pub. L. 86-342, 1959-2 C.B. 697]; sec. 201 
(b), (c), and (d), Federal-Aid Highway 
Act 1961 (75 Stat. 123, 124) [Pub. L. 
87-61, 1961-2 C.B. 309]; sec. 303(a) (6), 
Act of Dec. 31, 1970 (Pub. L. 91-605, 84 
Stat. 1744) [1971-1 C.B. 531]; sec. 303 (a) 
(6), Act of May 5, 1976 (Pub. L. 94-280, 
90 Stat. 456) [1976-2 C.B. 518]] 


Par. 11. Section 48.6421(a) is 
amended to read as follows: 


§ 48.6421(a) Statutory provisions; 
gasoline used for certain nonhigh- 
way purposes or by local transit 
systems; nonhighway uses. 


Sec. 6421. Gasoline used for certain non- 
highway purposes or by local transit sys- 
tems—(a) Nonhighway uses. Except as 
provided in subsection (i), if gasoline is 
used otherwise than as a fuel in a highway 
vehicle (1) which (at the time of such 
use) is registered, or is required to be reg- 
istered, for highway use under the laws of 
any State or foreign country, or (2) which, 
in the case of a highway vehicle owned by 
the United States, is used on the highway, 
the Secretary or his delegate shall pay 
(without interest) to the ultimate pur- 
chaser of such gasoline an amount equal to 
1 cent for each gallon of gasoline so used 
on which tax was paid at the rate of 3 
cents a gallon and 2 cents for each gallon 
of gasoline so used on which tax was paid 





at the rate of 4 cents a gallon. Except as 
provided in paragraph (3) of subsection 
(e) of this section, in the case of gasoline 
used after June 30, 1970, as a fue! in an 
aircraft, the Secretary or his delegate shall 
pay (without interest) to the ultimate pur- 
chaser of such gasoline an amount equal 
to the amount determined by multiplying 
the number of gallons of gasoline so used 
by the rate at which tax was imposed on 
such gasoline under section 4081. 


[Sec. 6421(a) as added and in effect Jan. 
1, 1959, and as amended by sec. 201(d) 
(2), Federal-Aid Highway Act 1959 (73 
Stat. 615); sec. 809(b)(1)(A), Excise 
Tax Reduction Act 1965 (79 Stat. 166) 
(Pub. L. 89-44, 1965-2 C.B. 568) ; sec. 205 
(b)(1)(A), Airport and Airway Rev. Act 
1970 (84 Stat. 241)] 

Par. 12. Section 48.6421(a)-1 is 
amended by revising paragraphs (a) 
(1), (b), (c) (1), and (d) to read as 
follows: 


§ 48.6421(a)-1 Payments to ultimate 
purchaser of gasoline used for 
certain nonhighway purposes. 

(a) In general. (1) Section 6421 (a) 
provides that if gasoline is used other- 
wise than as a fuel in a highway vehi- 
cle— 

(i) Which, at the time the gasoline 
is so used, is registered, or is required 
to be registered, for highway use under 
the laws of any State or foreign coun- 
try, or 

(ii) Which, in the case of a highway 
vehicle owned by the United States, is 
used on the highway, 


payment (without interest) in respect 
of such gasoline shall be made to the 
ultimate purchaser thereof. No pay- 
ment is authorized, however, with re- 
spect to gasoline used after June 30, 
1970, as a fuel in noncommercial avia- 
tion (as defined in section 4041(c) 
(4) ). Except as hereinafter provided 
in this paragraph (a) (1), the payment 
shall be in an amount equal to | cent 
for each gallon of gasoline so used on 
which tax was paid under section 4081 
at the rate of 3 cents a gallon, and 2 
cents for each gallon of gasoline so 
used on which tax was paid under sec- 
tion 4081 at the rate of 4 cents a gal- 
lon. In the case of gasoline used after 
June 30, 1970, as a fuel in an aircraft 
(other than an aircraft in noncommer- 
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cial aviation as defined in section 4041 
(c) (4)), the payment shall be in an 
amount equal to the amount deter- 
mined by multiplying the number of 
gallons of gasoline so used by the rate 
at which tax was imposed on such 
gasoline under section 4081. However, 
payment in respect of gasoline used as 
provided in section 6421(a) shall be 
made only as to gasoline purchased by 
an ultimate purchaser after June 30, 
1956, and before October 1, 1979, and 
ony if a properly executed claim is 
filed by the ultimate purchaser within 
the time prescribed in section 6421 
(c). For the meaning of the term 
“gasoline”, see § 48.4082-1(b); and 
for the definition of “State”, see sec- 
tion 7701. For provisions relating to 
payments in respect of gasoline used 
on a farm for farming purposes, see 
section 6420 and the regulations there- 
under. 

# “ ¥ x * 

(b) Uses which qualify for payment. 
Gasoline in respect of which payment 
may be made under section 5421 (a) 


includes, for example, gasoline used in, 


nonhighway vehicles, gasoline used in 
stationary engines to operate pumps, 
generators, compressors, etc., gasoline 
used for cleaning purposes, and gaso- 
line used in motor boats, forklifts, etc., 
and, to the extent provided in para- 
graph (a) (1) of this section, aircraft. 
Payment may also be made in respect 
of gasoline used in a highway vehicle 
(other than one owned by the United 
States) if at the time the gasoline is 
used the vehicle (1) is not registered 
for highway use under the law of any 
State or foreign country and (2) is 
not required to be registered for high- 
way use under the law of the State or 
foreign country in which it is operated 
or situated. A highway vehicle which 
is operated under a dealer’s tag, li- 
cense, or permit is considered to be 
registered. A highway vehicle is not 
considered to be registered solely by 
reason of the fact that there has been 
issued a special permit for operation 
of the vehicle at particular times and 
under specified conditions. 


(c) Meaning of terms—(1) High- 
way vehicle. The term “highway vehi- 
cle” has the same meaning assigned to 
such term under § 48.4061(a)-1(d). 


* * * * * 


(d) Dual use of gasoline. No pay- 
ment shall be made with respect to 
gasoline used in the propulsion motor 
of a highway vehicle solely on the basis 
of the fact that the motor in such vehi- 
cle is also used for a purpose other 
than the propulsion of the vehicle. 
Thus, if the propulsion motor of a 
highway vehicle also operates special 
equipment (such as a pump for dis- 
charging fuel from a tank truck) by 
means of a power take-off or power 
transfer, no payment shall be made 
with respect to the gasoline used to 
operate such special equipment, 
whether or not the special equipment 
is mounted on the highway vehicle. 
However, if a highway vehicle is 
equipped with a separate motor to op- 
erate special equipment (such as a re- 
frigeration unit, pump, generator, or 
a mixing unit), a claim may be filed 
in respect of the gasoline used in the 
separate motor. In those cases where 
the gasoline used in a separate motor 
is drawn from the same tanks as the 
one which supplies gasoline for the 
propulsion of the vehicle, the determi- 
nation as to the quantity of gasoline 
used in the separate motor operating 
the special equipment must be based 
on operating experience and supported 
by records. Devices to measure the 
number of miles the vehicle has trav- 
eled, such as hubometers, may be used 
in making a preliminary determination 
of the number of gallons of gasoline 
used to propel the vehicle. In order to 
make a final determination of the 
number of gallons of gasoline used to 
propel the vehicle, there must be 
added to this preliminary determina- 
tion the number of gallons of gasoline 
consumed while idling or warming up 
the motor preparatory to propelling 
the vehicle. 


Par. 13. Section 48.6421(c) is 


amended to read as follows: 
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§ 48.6421(c) Statutory provisions; 
gasoline used for certain nonhigh- 
way purposes or by local transit 
systems; time for filing claims; 
period covered. 


_Sec. 6421. Gasoline used for certain non- 
highway purposes or by local transit sys- 
tems. © * * 

(c) Time for filing claims; period cov- 
ered—(1) Gasoline used before July 1, 
1965. Except as provided in paragraphs 
(2) and (3), not more than one claim may 
be filed under subsection (a), and not 
more than one claim may be filed under 
subsection (b), by any person with respect 
to gasoline used during the one-year pe- 
riod ending on June 30 of any year. No 
claim shall be allowed under this para- 
graph with respect to any one-year period 
unless filed on or before September 30 of 
the year in which such one-year period 
ends. 

(2) Exception. Except as provided in 
paragraph (3), if $1,000 or more is pay- 
able under this section to any person with 
respect to gasoline used during a calendar 
quarter, a claim may be filed under this 
section by such person with respect to gaso- 
line used during such quarter. No claim 
filed under this paragraph shall be allowed 
unless filed on or before the last day of the 
first calendar quarter following the calen- 
dar quarter for which the claim is filed. 

(3) Gasoline used after June 30, 1965— 
(A) In general. In the case of gasoline 
used after June 30, 1965— 

(i) Except as provided in subparagraph 
(B), not more than one claim may be filed 
under subsection (a), and not more than 
one claim may be filed under subsection 
(b), by any person with respect to gasoline 
used during his taxable year; and 

(ii) No claim shall be allowed under this 
subparagraph with respect to gasoline used 
during any taxable year unless filed by 
such person not later than the time pre- 
scribed by law for filing a claim for credit 
or refund of overpayment of income tax 
for such taxable year. 


For purposes of this paragraph, a person’s 
taxable year shall be his taxable year for 
purposes of subtitle A, except that a per- 
son’s first taxable year beginning after June 
30, 1965, shall include the period after 
June 30, 1965, and before the beginning of 
such first taxable year. 

(B) Exception. If $1,000 or more is pay- 
able under this section to any person with 
respect to gasoline used during any of the 
first three quarters of his taxable year, a 
claim may be filed under this section by 
such person with respect to gasoline used 
during such quarter. No claim filed under 
this subparagraph shall be allowed unless 
filed on or before the last day of the first 
quarter following the quarter for which the 
claim is filed. 


[Sec. 6421(c) as added and in effect Jan. 
1, 1959, and as amended by sec. 809(b) 
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(2), Excise Tax Reduction Act 1965 (79 
Stat. 166); sec. 207(b), Airport and Air- 
way Rev. Act 1970 (84 Stat. 248)] 

Par. 14. Section 48.6421(e) is 
amended by adding a new paragraph 
(3) to section 6421(e) and by revising 
the historical note, as follows: 


§ 48.6421(e) Statutory provisions; 
gasoline used for certain nonhigh- 
way purposes or by local transit 
systems; exempt sales; other pay- 
ments or refunds available. 


Sec. 6421. Gasoline used for certain non- 
highway purposes or by local transit sys- 
ean 

(e) Exempt sales; other payments or re- 
funds available. * * * 

(3) Gasoline used in noncommercial avi- 
ation. This section shall not apply in re- 
spect of gasoline whi-h is used after June 
30, 1970, as a fuel in an aircraft in non- 
commercial aviation (as defined in section 
4041 (c) (4)). 


[Sec. 6421(e) as added and in effect Jan. 
1, 1959, and as amended by sec. 205(b) 
(1) (B), Airport and Airway Rev. Act 1970 
(84 Stat. 241)] 

TEMPORARY EXCISE TAX 
REGULATIONS UNDER THE 
REVENUE ACT OF 1971 
(26 CFR PART 142) 


Par. 15. Section 142.1-1 is amended 
by deleting paragraph (d), as follows: 


§ 142.1-1 Imposition of tax; exclu- 
sion for light-duty trucks, etc.; 
exemptions for local transit buses 
and trash containers. 


* * * * * 
(d) [Deleted] 
* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 6, 1977. 


Cuar_es M. WALKER, 
Assistant Secretary of 
the Treasury. 
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(Filed by the Office of the Federal Register 
on January 12, 1977, 8:45 am., and 
published in the issue of the Federal 
Register for January 13, 1977, 42 F.R. 
2670) 


26 CFR 48.4061 (a)-1: Imposition of tax. 


Exclusion of transportation charges in 
computing manufacturers excise tax on 
vehicles reacquired from the dealer by the 
manufacturer and sold by it to another 
dealer. See Rev. Rul. 77-142, page 337. 


26 CFR 48.4061(b)-1: Imposition of tax. 


Heavy-duty metal electric fans. 
Heavy-duty metal electric fans de- 
signed for use with taxable auto- 
mobile trucks and buses that are 
also commonly and extensively 
used with several types of passen- 
ger vehicles are within the excep- 
tion provided by section 4061(b) 
(2) of the Code. 


Rev. Rul. 77-118 


Advice has been requested whether 
the fans described below are subject 
to the manufacturers excise tax on 
automotive parts or accessories, im- 
posed by section 4061(b)(1) of the 
Internal Revenue Code of 1954, or 
whether they come within the excep- 
tion from the tax provided by section 
4061(b) (2). 

A company manufactures heavy- 
duty metal electric fans that it sells for 
use with highway motor vehicles to 
aid in cooling and defrosting. The 
fans, which in appearance resemble 
household-type fans, generally are in 
excess of 13 inches in diameter, weigh 
about four pounds, and are powered 
by a 2-speed motor. The base of each 
fan is constructed so that the fan can 
be set at any angle and its position 
can be changed readily by fingertip 
control. The fans are specially con- 
structed so as to be vibrationless. They 
are available in 6-volt, 12-volt, and 
24-volt models capable of operating 
from battery-powered electrical sys- 
tems. 


Although the fans are primarily 
designed for use with automobile 





trucks and buses, they are also sold 
for use and are used commonly and 
extensively with several types of pas- 
senger vehicles, such as mobile homes 
and campers, camper trailers, and 
house trailers. 

Section 4061(b)(1) of the Code 
imposes a tax on parts or accessories 
(other than tires and inner tubes) 
for any article enumerated in section 
4061 (a) (1) sold by the manufacturer, 
producer, or importer. Enumerated 
in section 4061(a)(1) are chassis and 
bodies for trucks and buses. 

Section 4061(b)(2) of the Code 
provides that no tax shall be imposed 
by section 4061(b) upon any part or 
accessory that is suitable for use (and 
ordinarily is used) on or in connec- 
tion with, or as a component part of, 
any chassis or body for a trailer or 
semitrailer suitable for use in con- 
nection with a passenger automobile, 
or a house trailer. 


Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that the 
term “parts or accessories” includes 
(1) any article the primary use of 
which is to improve, repair, replace, 
or serve as a component part of an 
automobile truck or bus chassis or 
body, or taxable tractor, (2) any arti- 
cle designed to be attached to or used 
in connection with such chassis, body, 
or tractor to add to its utility or orna- 
mentation, and (3) any article the 
primary use of which is in connection 
with such chassis, body, or tractor, 
whether or not essential to its opera- 
tion or use. 


With respect to the term “suitable 
for use” for purposes of section 4061 
(b) (2) of the Code, it is considered 
that a part or accessory is “suitable 
for use” with a vehicle referred to in 
section 4061(b)(2) if it possesses 
actual, practical, commercial fitness 
for such use. With respect to the 
term “ordinarily is used,” a part or 
accessory “ordinarily is used” with a 
vehicle referred to in section 4061 (b) 
(2) if the use is common and exten- 
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sive rather than use that is infre- 
quent and limited. See Rev. Rul. 71- 
510, 1971-2 C.B. 363, which also con- 
cludes that where an article is used 
with trucks and buses, but is suitable 
for use and has practical, common, 
and extensive use with passenger vehi- 
cles, the fact that the article is nor 
used on most types of passenger vehi- 
cles does not preclude the article from 
coming within the exception from 
taxation provided by section 4061 (b) 
(2). 

Since the fans described above are 
designed to be used in connection 
with automobile truck or bus bodies 
to add to their utility, they are auto- 
motive truck or bus parts or acces- 
sories within the meaning of section 
4061(b) (1) of the Code and as de- 
fined in the regulations. However, 
since the fans possess actual, practical, 
commercial fitness for use with pas- 
senger vehicles and are used commonly 
and extensively with several types of 
passenger vehicles, they are suitable for 
use and ordinarily used with passenger 


vehicles within the meaning of sec-— 


tion 4061 (b) (2). 

Accordingly, the fans come within 
the exception provided by section 4061 
(b)(2) of the Code and sales thereof 
by the manufacturer are not subject 
to the tax imposed by section 4061 


(b) (1). 


26 CFR 48.4061(b)-1: Imposition of tax. 


Application of the tax on automotive 
parts or accessories with respect to a hy- 
draulic tailgate mounted on a truck chassis 
or body by a dealer who purchased the 
articles separately from the manufacturers. 
See Rev. Rul. 77-101, page 315. 


26 CFR 48.4061(b)-2: Definition of parts 
or accessories. 

Snowplow unit. The detachable 
blade assembly components of a 
snowplow unit designed to be 
mounted on a taxable truck are not 
taxable automotive parts or acces- 
sories. However, the mounting and 
lifting mechanism permanently in- 
stalled on the truck, the power 


take-off system that operates the 
lifting mechanism, and their related 
components are parts or acces- 
sories subject to tax. Rev. Rul. 63- 
261 superseded; Rev. Rul. 74-47 
amplified. 


Rev. Rul. 77-103 


The Internal Revenue Service has 
been asked to discuss the applicability 
of the manufacturers excise tax on 
automotive parts or accessories im- 
posed by section 4061(b)(1) of the 
Internal Revenue Code of 1954 to 
the components of an entire snow- 
plow unit that is designed to be 
mounted on a taxable truck. 

The typical snowplow unit has a 
snowplow blade that is attached to a 
curved frame by means of a bar, re- 
movable pins, and springs. The bar 
and springs on the curved frame and 
blade permit the blade to pass over 
road obstructions and return to plow- 
ing position. In turn, the curve frame 
is attached by removable pins to an 
“A” frame that allows the blade angle 
to be set by means of hydraulic cylin- 
ders attached to the A frame. The 
A frame is attached by removable pins 
to the mounting and lifting mech- 
anism assembly that is permanently 
installed on the truck. The lifting 
mechanism has a separate hydraulic 
cylinder for raising and lowering the 
snowplow blade assembly consisting of 
the blade, curved frame, bar springs, 
A frame, with related hydraulic cylin- 
ders and hoses. Pressure hoses connect 
the blade angle hydraulic cylinders 
and the lifting hydraulic cylinder to 
a hydraulic valve that is a part of a 
power take-off system. 

Section 4061 (b) (1) of the Code im- 
poses a tax on parts or accessories 
(other than tires and inner tubes) 
for any of the articles enumerated in 
section 4061 (a) (1) sold by the manu- 
facturer, producer, or importer. 
Among the articles enumerated in sec- 
tion 4061(a) (1) are truck chassis and 
bodies. 

Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
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Tax Regulations defines the term 
“parts or accessories” as including any 
article designed to be attached to or 
used in connection with a chassis or 
body for a truck, bus, or highway 
tractor to add to its utility. However, 
this section of the regulations also 
provides that an article is not con- 
sidered to be a taxable part or acces- 
sory if the article is the load being 
transported and the primary function 
of the article is to serve a purpose un- 
related to the vehicle, even though the 
article is designed to be attached to 
the vehicle or primarily used with the 
vehicle. 

Rev. Rul. 63-261, 1963-2 C.B. 501, 
holds that a snap-coupling hitch de- 
signed to be attached to the front of 
an automobile truck for the purpose of 
coupling snowplows to the truck is a 
taxable automotive part or accessory. 
Although not stated in that Revenue 
Ruling, the snap-coupling hitch con- 
sists of two parts. One part is per- 
manently attached to the truck for 
holding and lifting the snowplow unit, 
and the other part is permanently at- 
tached to the snowplow and is re- 
moved with the snowplow when it is 
not in use. 

Rev. Rul. 69-506, 1969-2 C.B. 203, 
holds that snowplow blades designed 
for mounting on trucks do not add to 
the utility of a vehicle in transporting 
persons or property over the highway 
and, therefore, are not subject to the 
tax on automotive parts or accessories. 
On the other hand, lifting mechanisms 
designed to be permanently mounted 
on trucks for use with snowplow blades 
add to the utility of the trucks and 
are, therefore, taxable automotive 
parts or accessories. See Fisher En- 
gineering v. United States, 503 F. 2d 
1151 (1st Cir. 1974) in which a lift- 
ing mechanism similar to the one re- 
ferred to in the instant case was held 
to be an automotive part or accessory 
subject to the tax imposed by section 
4061(b) (1). 

Rev. Rul. 74-47, 1974-1 C.B. 307, 
holds that power take-off systems and 
the components thereof that are de- 
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signed to operate taxable bodies or 
equipment perform a function relat- 
ing to the utility of the vehicle as 
such and are taxable parts or accessor- 
ies, whereas systems designed to oper- 
ate nontaxable equipment are nontax- 
able. 

The snowplow blade assembly, con- 
sisting of the snowplow blade, curved 
frame, bar, springs, and A frame, with 
hydraulic cylinders and hoses, does not 
add to the utility of a vehicle in 
transporting persons or property over 
the highway. Rather, the blade as- 
sembly uses the vehicle as a means 
of mobility, and the curved frame, A 
frame, bar, springs, and hydraulic 
cylinders and pressure hoses for 
angling the blade. 

Accordingly, the detachable snow- 
plow blade assembly components are 
not automotive parts or accessories 
within the meaning of section 4061 (b) 
(1) of the Code, and sales by the 
manufacturer thereof are not subject 
to the tax imposed by that section. 


However, the mounting and lifting 
mechanism with related hydraulic 
cylinder and pressure hose are de- 
signed to be used in connection with 
taxable motor vehicles to add to their 
utility. Therefore, such articles are 
automotive parts or accessories, and 
sales by the manufacturer thereof are 
subject to the tax imposed by sec- 
tion 4061(b)(1) of the Code. The 
power take-off system and components 
thereof, except for the hydraulic an- 
gling cylinders and pressure hoses that 
connect them to the hydraulic valve, 
are designed to operate the lifting 
mechanism, perform a function re- 
lating to the utility of the vehicle, and 
thus are taxable automotive parts or 
accessories. 

With respect to Rev. Rul. 63-261 
1963-2 C.B. 501, the part of the snap- 
coupling hitch that is attached to the 
snowplow functions with the A frame 
described in the instant case to attach 
it to the lifting mechanism in place of 
the pins and, therefore, is a part of 
the snowplow. Accordingly, such part 
of the snap-coupling hitch is not an 


330 


automotive part or accessory within 
the meaning of section 4061(b) (1) 
of the Code. However, the part of the 
hitch that is attached to the truck is 
a part or accessory subject to the tax 
imposed by that section. 

Since the snap-coupling hitch is 
sold by the manufacturer as a unit, 
the tax imposed by section 4061 (b) (1) 
of the Code applies only to that por- 
tion of the total sale price of the unit 
attributable to the part that is at- 
tached to the truck, provided the rea- 
sonableness of such portion can be 
supported by adequate records. This 
is equally applicable if the snowplow 
equipment referred to above is sold 
as a complete unit. See Rev. Rul. 69- 
394, 1969-2 C.B. 206, which provides 
a method of determining the manu- 
facturers tax base and computing the 
tax where taxable and nontaxable 
articles are sold as a unit at a single 
price. 

Rev. Rul. 63-261 is modified to the 
extent that only part of the snap- 
coupling hitch is taxable and as modi- 
fied, is superseded since the position 
set forth in Rev. Rul. 63-261 is re- 
stated in this Revenue Ruling. 


Rev. Rul. 74-47 is amplified. 


26 CFR 48.4061 (b)-2: Definition of parts 
or accessories. 

Air duct system used with refrig- 
eration units. An air duct system 
sold for use primarily as an op- 
tional accessory with refrigeration 
units in motor vehicle bodies tax- 
able under section 4061(a)(1) of 
the Code is not part of the non- 
taxable refrigeration unit and is a 
taxable part or accessory under 
section 4061(b)(1). 


Rev. Rul. 77-171 


Advice has been requested, under 
the circumstances described below, as 
to the application of the manufac- 
turers excise tax on automotive parts 
or accessories imposed by section 
4061(b) (1) of the Internal Revenue 


Code of 1954 to sales of an air duct 
system. Te 

The air duct system is designed to 

be used as an optional accessory with 
refrigeration units in trucks, truck 
trailers, freight cars, and container- 
ized units, The air duct system, on an 
industry-wide basis, is primarily used 
with motor vehicle bodies taxable 
under section 4061(a)(1) of the 
Code. It is attached to the interior 
ceiling of the vehicle body and chan- 
nels cold air from the refrigeration 
unit outlet in the front wall of the 
truck to duct outlets further back in 
the truck so that a more even tem- 
perature is maintained throughout 
the body of the vehicle. 
- Section 4061(b)(1) of the Code 
imposes a tax upon parts or acces- 
sories (other than tires and inner 
tubes) for any article enumerated in 
section 4061 (a) (1) sold by the manu- 
facturer, producer, or importer. 
Enumerated in section 4061 (a) (1) 
are automobile truck trailer and semi- 
trailer bodies. 

Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that the 
term “parts or accessories” includes 
(1) any article the primary use of 
which is to improve, repair, replace, 
or serve aS a component part of an 
automobile truck or bus chassis or 
body, or taxable tractor, (2) any 
article designed to be attached to or 
used in connection with such chassis, 
body, or tractor, to add to its utility 
or ornamentation, and (3) any article 
the primary use of which is in connec- 
tion with such chassis, body, or trac- 
tor, whether or not essential to its 
operation or use. The term “parts or 
accessories” includes all articles that 
have reached such a stage of manu- 
facture as to be commonly known as 
parts or accessories whether or not 
fitting operations are required in con- 
nection with their installation. 

Rev. Rul. 68-136, 1968-1 C.B. 453, 
states that, in view of the decision in 
U.S. Thermo Control v. United 


_States, and Thermo King Corpora- 
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tion v. United States, 372 F. 2d 964 
(1967), cert. denied, 389 U.S. 839 
(1967), sales by the manufacturer, 
producer, or importer of refrigeration 
units designed to be installed in tax- 
able truck or trailer bodies are not 
subject to the tax imposed by section 
4061(b)(1) of the Code. However, 
this conclusion is not to be extended 
so as to exclude from tax any other 
article the sale of which is within the 
scope of section 4061(b) (1). 

Rev. Rul. 70-212, 1970-1 C.B. 219, 
is concerned with whether certain 
articles are within the scope of ex- 
cludable refrigeration equipment for 
purposes of section 4061 (a) (1) of the 
Code. That ruling states that for the 
purpose of section 4061(a)(1) the 
test applied for exclusion is whether 
the item is equipment exclusively 
essential to the operation of a me- 
chanical refrigeration unit. Any addi- 
tional parts other than equipment ex- 
clusively essential to the operation of 
a mechanical refrigeration unit are 
parts or accessories for the body or 
chassis, as the case may be, when sold 
on or in connection with the sale 
of a refrigerated truck or truck trailer. 
While Rev. Rul. 70-212 is concerned 
with the section 4061(a) (1) ex- 
cise tax, the principle, to the extent 
of determining what is a part of 
the nontaxable refrigeration unit, 
is equally applicable under section 
4061(b) (1). Among the articles held 
not exclusively essential to the opera- 
tion of a mechanical refrigeration unit 
in Rev. Rul. 70-212 is a circulating 
fan that blows or circulates the air 
inside a temperature-controlled truck 
or truck trailer. 

The air duct system performs a 
function similar to the fan in Rev. 
Rul. 70-212 by serving in the distri- 
bution of air in a truck. It is not 
essential to the operation of a me- 
chanical refrigeration unit but is an 
ontional accessory not always used. 
Therefore, the air duct system is not 
part of the nontaxable refrigeration 
unit for the purpose of section 4061 
(b) (1) of the Code. 


Articles installed on, or sold with, 
taxable truck or trailer bodies to serve 
as a means of preserving or otherwise 
caring for the products transported 
are parts or accessories for such 
bodies since they perform a function 
related to the transportation of the 
load. Thus, separate sales by the 
manufacturer of such articles (other 
than refrigeration units) are subject 
to the tax imposed by section 4061 
(b) (1) of the Code if, on an indus- 
try-wide basis, the articles are de- 
signed for use, or are primarily used 
with taxable truck bodies or any 
other article enumerated in section 
4061 (a) (1). 

The air duct system serves as a 
means of preserving the products 
transported, and on an industry-wide 
basis, is designed to be attached to 
and primarily used with taxable 
bodies enumerated in section 4061 
(a) (1) of the Code. Accordingly, the 
air duct system is an automotive part 
or accessory within the meaning of 
section 4061(b)(1) and _ separate 
sales thereof by the manufacturer are 
subject to the tax imposed by section 
4061(b) (1). 


26 CFR 48.4061(b)-2: Definition of parts 
or accessories. 

Power take-off systems; compo- 
nents. Sales by manufacturers of 
basic assembly kits that are used 
as components of power take-off 
systems on trucks but that are suit- 
able for use and ordinarily are used 
with passenger vehicles are exempt 
from the tax on automotive parts 
or accessories. However, adapter 
accessory kits only designed for 
use to instali the basic assembly 
kits on trucks, and kits composed 
of both the basic assembly and 
adapter kits are subject to the tax. 
The liability of manufacturers, dis- 
tributors, retailers, and truck op- 
erators for the tax is discussed for 
situations in which both the basic 
assembly and adapter kits are sold 
to one purchaser. 


Section 4061 


Rev. Rul. 77-172 


Advice has been requested whether 
the kits described below are subject to 
the manufacturers excise tax on auto- 
motive parts or accessories imposed by 
section 4061(b)(1) of the Internal 
Revenue Code of 1954. 

A company manufactures three kits 
of equipment designed for use as com- 
ponents of a power take-off system 
used to operate various types of equip- 
ment taxable as automotive parts or 
accessories mounted on _ highway 
motor vehicles. 

One kit, known as the basic assem- 
bly package, consists of a hydraulic 
valve control assembly, an oil reser- 
voir assembly, a hydraulic pressure 
pump assembly and basic bracketing 
and connecting materials for installa- 
tion of the package as a component 
of a power take-off system. Although 
the basic assembly kit is designed for 
use on trucks that are enumerated in 
section 4061(a)(1) of the Code, it is 
also suitable for use and ordinarily 
is used with passenger vehicles. 

A second kit, known as the adapter 
accessory package, consists of either 
one or two pulleys, a fan belt, and 
high pressure hose. The adapter ac- 
cessory kit is designed for use in the 
installation of the basic assembly 
package on trucks, and it is not suita- 
able for use or ordinarily used on 
passenger vehicles. 

A third kit, known as a hydraulic 
control unit, consists of a basic assem- 
bly kit and an adapter accessory kit. 

All three kits are parts of a power 
take-off system, and may be pur- 
chased separately. Therefore, it is 
possible for a purchaser to buy the 
components (the basic assembly pack- 
age and adapter accessory package) 
of the hydraulic control unit without 
purchasing this third kit. 


Section 4061(b)(1) of the Code 
imposes a tax upon parts or acces- 
sories (other than tires and inner 
tubes) for any of the articles enumer- 
ated in section 4061(a)(1) when 
sold by the manufacturer, producer, 
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or importer. Among the articles 
enumerated in section 4061(a) (1) 
are chassis and bodies for trucks. 

Under the provisions of section 
4061(b)(2) of the Code no tax is 
imposed by section 4061(b) upon any 
part or accessory that is suitable for 
use (and ordinarily is used) with 
passenger automobiles. 

Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that, in 
general, the term “parts or acces- 
sories” includes (1) any article the 
primary use of which is to improve, 
repair, replace, or serve as a com- 
ponent part of an automobile truck 
or bus chassis or body, or taxable 
tractor, (2) any article designed to 
be attached to or used in connection 
with such chassis, body, or tractor 
to add to its utility or ornamentation, 
and (3) any article the primary use 
of which is in connection with such 
chassis, body, or tractor, whether or 
not essential to its operation or use. 

Section 316.4(a) of Regulations 46, 
made applicable to the 1954 Code by 
T.D. 6091, 1954-2 C.B. 47, provides 
that the term “manufacturer” in- 
cludes a person who produces a tax- 
able article from scrap, salvage, or 
junk material, as well as from new or 
raw material, (1) by processing, 
manipulation, or changing the form 
of an article, or (2) by combining or 
assembling two or more articles. Sec- 
tion 316.4(c) of the regulations pro- 
vides that a manufacturer who sells 
a taxable article in a knockdown con- 
dition, but complete as to all com- 
ponent parts, is liable for the tax, 
and not the person who buys and as- 
sembles a taxable article from, such 
component parts. 


Rev. Rul. 74-47, 1974-1 C.B. 307, 
as amplified by Rev. Rul. 77-103, 
page 329, this Bulletin, holds that 
power take-off systems and the com- 
ponents thereof that are designed to 
operate taxable bodies or equipment 
perform a function relating to the util- 
ity of the vehicle as such, and thus are 
taxable parts or accessories, whereas 
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systems designed to operate nontaxable 
equipment are nontaxable. 

Rev. Rul. 75-218, 1975-1 C.B. 342, 
considered tax treatment of sales of 
components for truck air-conditioning 
systems. Such a system consists of five 
individual components, some of which 
are usable only on trucks and some of 
which are suitable for use and ordi- 
narily used with passenger automo- 
biles. The ruling concluded that sepa- 
rate sales of components of the latter 
type are within the exemption from 
tax provided by section 4061(b) (2) 
of the Code, but that a sale of a truck 
air-conditioning system is a sale of a 
single taxable automotive part or ac- 
cessory, so that all components are in- 
cluded in the tax base, even if the sys- 
tem is sold in an unassembled condi- 
tion. The ruling then sets forth certain 
rules for determining when a sale of a 
complete system takes place, and 
when, instead, sales of separate com- 
ponents occur. 

In the present case, the basic as- 
sembly package is designed for use on 
trucks to operate taxable equipment 
and, therefore, it is a part or accessory 
within the meaning of section 4061 
(b)(1) of the Code. However, the 
basic assembly kit is also suitable for 
use and ordinarily is used with passen- 
ger vehicles, and thus it comes within 
the exemption from taxation provided 
by section 4061(b) (2). Accordingly, 
sales by the manufacturer of the basic 
assembly package are not subject to 
the tax on automotive parts or acces- 
sories imposed by section 4061(b) (1). 

The adapter accessory kit is also 
designed to be attached to and pri- 
marily used with a truck to add to its 
utility. Therefore, it is a part or acces- 
sory within the meaning of section 
4061(b)(1) of the Code. However, 
unlike the basic assembly kit the 
adapter accessory kit is not suitable for 
use or ordinarily used with passenger 
vehicles. Therefore, sales thereof by 
the manufacturer are subject to the 
tax imposed by section 4061(b) (1). 

The hydraulic control unit is de- 
signed for use on trucks to operate tax- 


able equipment. Therefore, it is an 
automotive part or accessory within 
the meaning of section 4061(b) (1) of 
the Code. See Rev. Rul. 74-47. Since 
the hydraulic control unit is not suit- 
able for use or ordinarily used on 
passenger vehicles, it does not come 
within the exemption from tax pro- 
vided by section 4061(b) (2). Accord- 
ingly, its sale is subject to the tax im- 
posed by section 4061(b) (1). 


Since exactly the same equipment 
as comprises a hydraulic control unit 
can be obtained by purchasing a basic 
assembly package and an adapter ac- 
cessory kit, it is necessary to consider 
under what circumstances sales of 
these two items together will be con- 
sidered a sale of a hydraulic control 
unit. Where it is determined that a 
hydraulic control unit has been sold, 
the price paid for the basic assembly 
package as well as for the adapter ac- 
cessory kit will be included in the tax 
base. The following rules, consistent 
with those set forth in Rev. Rul. 75- 
218, will be used by the Internal Rev- 
enue Service in making this determi- 


nation. 


Sales of basic assembly packages 
and adapter accessory kits by the man- 
ufacturer are separate sales of the 
items unless the purchaser indicates on 
its purchase order or otherwise that 
it is its intention to purchase a com- 
plete hydraulic control unit for use or 
resale as a complete hydraulic control 
unit. 


Where a wholesale distributo~ te- 
sells a basic assembly package and an 
adapter accessory kit, it is the sale of 
a hydraulic control unit only if the 
purchaser indicates on its purchase 
order or otherwise that it is its inten- 
tion to purchase a hydraulic control 
unit for resale as a hydraulic control 
unit. When the purchaser does so indi- 
cate, the wholesale distributor will be 
liable for manufacturers excise tax on 
the unit to the extent that such tax 
was not paid by the original manufac- 
turer of the components or a previous 
wholesale distributor. 
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Where a retailer sells a basic assem- 
bly package and an adapter accessory 
kit to the same purchaser, it is, in the 
absence of evidence to the contrary, 
the sale of a hydraulic control unit 
whether or not the retailer installs the 
unit on the customer’s truck. The re- 
tailer will be liable for manufacturers 
excise tax on the unit to the extent 
that such tax was not paid by the orig- 
inal manufacturer or wholesale dis- 
tributor. 

If a truck operator purchases a basic 
assembly package from one seller and 
an adapter accessory kit from another 
seller and installs such components on 
a truck, the operator will be liable for 
manufacturers excise tax on the hy- 
draulic control unit. 


26 CFR 48.4061(b)-2: Definition of parts 
or accessorveés. 

Tote trays. Tote trays for holding 
small tools and parts that, by their 
measurements, fit inside taxable 
truck tool chests but are sold sepa- 
rately by the tool chest manu- 
facturer for a variety of uses 
not connected with motor vehicles 
are not taxable parts or accesso- 
ries. However, trays sold by the 
manufacturer with a taxable tool 
chest are a part of the chest. 


Rev. Rul. 77-173 


Advice has been requested whether 
sales by the manufacturer of the article 
described below are subject to the 
manufacturers excise tax on automo- 
tive parts or accessories imposed by 
section 4061(b)(1) of the Internal 
Revenue Code of 1954. 

A company manufactures and sells 
truck tool chests of the type held sub- 
ject to manufacturers excise tax by 
Rev. Rul. 69-403, 1969-2 C.B. 203. 
The company also manufactures a tote 
tray for holding small tools and parts 
and that, by its measurements, fits in- 
side the tool chests. Otherwise it has 
no special features or adaptation for 
use with truck tool chests. The tray is 
made of steel; measures 19 inches long, 


7 inches wide, and 2 inches high; has 
a handle that is level with the top; 
and may be used individually or 
stacked one on top of the other. The 
company sells the tray with the tax- 
able tool chests, and separately to dis- 
tributors for resale to various pur- 
chasers, including restaurants, electri- 
cal and plumbing suppliers, contrac- 
tors, hardware stores, farm and ranch 
suppliers, general automotive supply 
stores and owners of the tool chests. 
This type tray is not used primarily, 
nor primarily designed for use, in con- 
nection with highway motor vehicles 
but rather, on an industry-wide basis, 
serves a variety of purposes. 

Section 4061(b)(1) of the Code 
imposes a tax on the sale by the man- 
ufacturer, producer, or importer of 
parts or accessories (other than tires 
and inner tubes) for any of the arti- 
cles enumerated in section 4061 (a) 
(1). Among the articles enumerated 
in section 4061(a) (1) are truck chas- 
sis and bodies. 

Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that, in gen- 
eral, the term “parts or accessories” 
includes (1) any article the primary 
use of which is to improve, repair, re- 
place, or serve as a component part of 
an automobile truck or bus chassis or 
body, or taxable tractor, (2) any arti- 
cle designed to be attached to or used 
in connection with such chassis, body, 
or tractor, to add to its utility or or- 
namentation, and (3) any article the 
primary use of which is in connection 
with such chassis, body, or tractor, 
whether or not essential to its opera- 
tion or use. 

Section 48.4061 (b)-2(b) of the reg- 
ulations provides that the term parts 
or accessories does not include articles 
that are not used primarily in the 
manufacture, repair, etc., of automo- 
bile trucks or tractors, but have a gen- 
eral use in the manufacture, repair, 
etc., of various articles. Parts for auto- 
mobile parts or accessories are in 
themselves taxable unless they are arti- 
cles of a type not specifically designed 
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for use primarily in the automobile 
field. 

Rev. Rul. 69-403 holds that metal 
portable chests advertised principally 
for use in transporting tools and equip- 
ment on pickup trucks are designed 
for use and are primarily used with 
pickup truck bodies and, therefore, 
are parts or accessories subject to the 
tax imposed by section 4061(b) (1) of 
the Code. 

Although the tote tray is, to some 
extent, used and held out for use with 
taxable truck tool chests, this type 
tray is primarily used industry-wide in 
various nonautomotive applications. 
Further, there is no substantial evi- 
dence in the marketing practices of 
the industry to conclude that sales of 
tote trays of this type are primarily di- 
rected to taxable automotive applica- 
tions. Therefore, the tray is an article 
of general use within the meaning of 
section 48.4061(b)-2(b) of the regu- 
lations, and it is not an automotive 
part or accessory under section 4061 
(b) (1) of the Code. 

Accordingly, separate sales of the 
tray by the manufacturer are not sub- 
ject to the tax imposed by section 4061 
(b) (1) of the Code. However, when 
the tray is sold by the manufacturer 
with a taxable tool chest, the tray is 
a part of the chest and is includible in 
computing the manufacturers excise 
tax on the sale of the chest. 


26 CFR 48.4061 (b)-2: Definition of parts 
or accessoriés. 

Automotive parts or accessories; 
racks, brackets, and shelves. Racks 
attached to the rear of utility truck 
bodies to carry acetylene contain- 
ers, brackets attached to the inside 
of such bodies to carry shovels and 
similar tools, and shelves installed 
inside the truck bodies to carry 
small tools are articles designed to 
be attached to and used with auto- 
mobile truck bodies and, as such, 
are automotive parts or accessories 
subject to the tax imposed by sec- 
tion 4061(b)(1) of the Code. 
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Rev. Rul. 77-203 


Advice has been requested whether 
the articles described below are sub- 
ject to the tax on automotive parts 
or accessories imposed by section 4061 
(b) (1) of the Internal Revenue Code 
of 1954. The articles are manufac- 
tured and sold for use with bodies of 
automotive utility trucks. 

(1) A rack attached to the rear of 
a utility truck body for the purpose of 
carrying acetylene containers. 

(2) Brackets attached to the inside 
of a utility truck body for the purpose 
of carrying shovels and similar tools. 


(3) A special shelf installed inside 
a utility truck body for the purpose of 
carrying small tools. 


Section 4061(b) (1) of the Code im- 
poses a tax on sales by the manufac- 
turer of parts or accessories (other 
than tires and inner tubes) for any of 
the articles enumerated in section 4061 
(a)(1). Among the articles enumer- 
ated in section 4061(a)(1) are auto- 
mobile truck bodies. 


Section 48.4061(b)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that, in gen- 
eral, the term “parts or accessories” 
includes (1) any article the primary 
use of which is to improve, repair, re- 
place, or serve as a component part of 
an automobile truck or bus chassis or 
body, or taxable tractor, (2) any 
article designed to be attached to or 
used in connection with such chassis, 
body, or tractor to add to its utility 
or ornamentation, and (3) any article 
the primary use of which is in connec- 
tion with such chassis, body, or tractor, 
whether or not essential to its opera- 
tion or use. 

The articles described in (1), (2), 
and (3) are designed to be attached 
to, and primarily used in connection 
with, an automobile truck body to add 
to its utility. Accordingly, such articles 
are automotive parts or accessories 
under the regulations and sales thereof 
by the manufacturer are subject to the 
tax imposed by section 4061(b) (1) of 
the Code. 
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26 CFR 142.1-1: Imposition of tax; exclu- 
sion for light-duty trucks, etc.; exemptions 
for local transit buses and trash containers. 


Definition of highway vehicle. See T.D. 
7461, page 317. 





Section 4063.—Exemptions 


Exemption from manufacturers excise 
tax on the resale by a dealer of a truck 
chassis or body on which the dealer had 
mounted a hydraulic tailgate before the 
resale. See Rev. Rul. 77-101, page 315. 


26 CFR 48.4063-1: Tax-free sales of bodies 
to chassis manufacturers. 


Definition of highway vehicle. See T.D. 
7461, page 317. 


26 CFR 142.1-1: Imposition of tax; exclu- 
sion for light-duty trucks, etc.; exemptions 
for local transit buses and trash containers. 


Whether a manufacturer’s sale of a bus- 
type vehicle is exempt from the manufac- 
turers excise tax as the sale of an ambu- 
lance under section 4063(a)(4) of the 
Code. See Rev. Rul. 77-117, page 316. 





Part Il.—Tires and Tubes 





Section 4071.—Imposition of Tax 


26 CFR 48.4071-1: Imposition and rates 
Chis ‘Sections 4221, 4222, 6416; 148.1-3.) 

Tread rubber; retreaded tires ex- 
ported. The sale of tread rubber by 
the manufacturer to a tire retreader 
for use in recapping tires from 
bead to bead is a sale for further 
manufacture exempt from tax un- 
der section 4221(a)(1) of the Code, 
and the retreader’s subsequent sale 
of the tires for export is exempt 
under section 4221(a)(2) provided 
the registration requirements of 
section 4222 are met. However, the 
sale of tread rubber for recapping 
tires from shoulder to shoulder is 
not a sale for further manufacture 
but is a sale subject to tax. Sale of 
the tire for export does not give 
rise to a credit for the tax. Rev. Rul. 
58-400 superseded. 


Rev. Rul. 77-90 


Advice has been requested whether 





relief from the manufacturers excise 
tax on tread rubber, imposed by sec- 
tion 4071(a) of the Internal Revenue 
Code of 1954, is available where tread 
rubber is sold for use in recapping or 
retreading tires that are subsequently 
exported. 

A company manufacturers tread 
rubber that it sells to a tire retreader 
for use in recapping or retreading tires 
that when new were previously sold 
in the United States. Some of the tires 
are recapped from shoulder to 
shoulder whereas the other tires are 
recapped from bead to bead. The tire 
retreader either exports the recapped 
tires or sells them to a customer, 
located in a foreign country, who ex- 
ports them from the United States. 

Section 4071(a) of the Code im- 
poses a tax on tires, inner tubes, and 
tread rubber sold by the manufacturer, 
producer, or importer. 

Section 4221(a) of the Code pro- 
vides that the manufacturers excise 
tax shall not apply to the sale by the 
manufacturer of an article (1) for use 
by the purchaser for further manu- 
facture, or for resale by the purchaser 
to a second purchaser for use by such 
second purchaser in further manufac- 
ture, or (2) for export, or for resale 
by the purchaser to a second purchaser 
for export. The exemption applies only 
if such exportation or use is to occur 
before any other use. Section 4221 (b) 
provides that where an article has been 
sold tax free under one of the afore- 
mentioned exemptions (with the ex- 
ception of a direct sale by the manu- 
facturer for use in further manufac- 
ture), the exemption shall cease to 
apply in respect to such sale of such 
article unless, within the 6-month 
period which begins on the date of the 
sale by the manufacturer (or, if 
earlier, on the date of shipment by the 
manufacturer). the manufacturer re- 
ceives proof that the article has been 
exported or resold for use in further 
manufacture. 

Section 48.4071-1(d) of the Manu- 
facturers and Retailers Excise Tax 
Regulations provides that the recap- 
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ping or retreading of a tire (other 
than from bead to bead) is not manu- 
facturing and the tax imposed by 
section 4071 does not apply to the 
sale of a tire so recapped or re- 
treaded, if before such sale there had 
been a sale of the tire in the United 
States. The regulations further pro- 
vide that the recapping or retreading 
of a tire from ‘bead to bead whether 
or not the original tire has lost its 
identity is manufacturing and the tax 
imposed by section 4071 applies to the 
sale of a tire which has been so re- 
capped or retreaded. 

Rev. Rul. 58-400, 1958-2 C.B. 774, 
concludes that there is no tax on the 
sale of retreaded tires as such and that 
the exemption for export is not appli- 
cable to sales of tread rubber for use 
in retreading tires that are then ex- 
ported since the tread rubber was 
used in the retreading process prior to 
exportation. Accordingly, that Reve- 
nue Ruling concludes that no refund 
or credit may be obtained of the manu- 
facturers excise tax paid by the manu- 
facturer of the tread rubber on its 
sales of the tread rubber used in re- 
treading of tires that were then ex- 
ported. 

Rev. Rul. 58-400 was published 
prior to the promulgation of section 
48.4071-1(d) of the regulations. In 
accordance with that section of the 
regulations, the recapping or retread- 
ing of a tire from bead to bead results 
in the manufacture of a new tire and 
the tax imposed by section 4071 of 
the Code applies to the retreader’s sale 
of the tire. 


Therefore, where tread rubber is 
sold by the manufacturer in the instant 
case for use by the retreader in re- 
capping tires from bead to bead, the 
tread rubber is sold for use in further 
manufacture and the exemption under 
section 4221(a)(1) of the Code is 
applicable to such sale. Further, the 
tires resulting from such recapping are 
subject to the tax imposed by section 
4071(a). However, the exemption 
under section 4221 (a) (2) is applicable 
to the retreader’s sales of such tires 


for export or for resale by the pur- 
chaser to a second purchaser for ex- 
port. In order to make tax-free sales 
for further manufacture and for ex- 
port under the foregoing sections of 
the Code, the registration require- 
ments of section 4222 and applicable 
regulations must be met. 

On the other hand, when the manu- 
facturer sells tread rubber for use in 
retreading or recapping tires from 
shoulder to shoulder, such sale is not 
a sale of tread rubber for further 
manufacture and the exemption pro- 
vided by section 4221(a)(1) of the 
Code does not apply. Further, since 
the tread rubber is used by the re- 
treader prior to any exportation, the 
exemption for export provided by sec- 
tion 4221(a) (2) also does not apply. 
Therefore, sales of such tread rubber 
by the manufacturer are subject to 
the tax imposed by section 4071(a) 
and there is no relief from the tax 
in this situation. 

With respect to the registration re- 
quirements for making tax-free sales 
for export under section 4222 of the 
Code, section 148.1-3(i)(2) of the 
Temporary Regulations under the 
Excise Tax Technical Changes Act of 
1958 provides that in the case of sales 
for export or for resale for export, 
where the first purchaser or the second 
purchaser is located in a foreign coun- 
try or possession of the United States, 
such purchaser is not required to 
register. That section further provides 
that to establish the right to sell 
articles tax free for export to a pur- 
chaser who is not registered and who 
is located in a foreign country or a 
possession of the United States, the 
manufacturer must obtain from such 
purchaser the information required in 
section 316.25 of Regulations 46, made 
applicable to the 1954 Code by Treas- 
ury Decision 6091, 1954-2 C.B. 47. 

Under the provisions of section 
6416(b) (3) (A) of the Code, if tread 
rubber is sold tax paid by the manu- 
facturer to the tire retreader who uses 
it in bead to bead retreading or re- 
capping of a tire, such tax is deemed 
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to be an overpayment by the retreader 
as a subsequent manufacturer and the 
retreader will be entitled to credit or 
refund of such tax. 

Rev. Rul. 58-400 is modified and, 
as modified, is superseded since the 
position stated in that Revenue Ruling 
is restated under current law and 
regulations in this Revenue Ruling. 


26 CFR 48.4071-1: Imposition and rates 
(aati 4218; 48.4218-1.) 

Valveless inner tubes. Inner 
tubes with regular valves designed 
for use with pneumatic tires that 
are taken from inventory and sold 
by the manufacturer, with valves 
removed, to a purchaser who in- 
serts “football type” valves in its 
manufacture of water tube articles 
are not subject to tax under section 
4071(a)(3) of the Code. 


Rev. Rul. 77-91 


Advice has been requested regarding 
the applicability of the manufacturers 
excise tax on inner tubes for tires 
imposed by section 4071(a) (3) of the 
Internal Revenue Code of 1954 under 
the circumstances described below. 


A company manufacturers inner 
tubes with regular valves designed for 
use with pneumatic tires and places 
them in general inventory for sale. 
Upon receipt of a special order for 
valveless tubes, inner tubes were taken 
from inventory and the valves removed 
by a cutting out process by the manu- 
facturer before sale to the purchaser. 
The purchaser inserts “football type” 
valves in the tubes in its manufacture 
of water tube articles. The procedure 
of withdrawing completed tubes from 
inventory and removing the valves was 
employed because, due to the nature 
of the manufacturing process, that 
procedure was more efficient than 
originally manufacturing  valveless 
tubes. 


The specific questions presented are 
whether the removal of the valves 
from the inner tubes was a taxable 
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use of the tubes within the purview of 
section 4218(b) of the Code, and, if 
not, whether the sales of the valveless 
tubes are subject to tax under section 
4071 (a) (3). 

Section 4071(a) (3) of the Code im- 
poses a tax upon the sale of inner 
tubes for tires by the manufacturer, 
producer, or importer thereof. 

Under the provisions of section 4218 
(b) of the Code, if any person manu- 
factures, produces, or imports an inner 
tube taxable under section 4071 (ex- 
cept a bicycle tube), and sells it on 
or in connection with the sale of any 
article, or uses it, then such person 
shall be liable for manufacturers ex- 
cise tax in the same manner as if the 
inner tube were sold by that person. 

Section 48.4072-1(d) of the Manu- 
facturers and Retailers Excise Tax 
Regulations provides that the term 
“inner tubes” includes air containers 
of all types made wholly or in part 
of rubber and designed and manu- 
factured for use in pneumatic tires. 

In order for the company in the 
instant case to fill the purchaser’s order 
for valveless tubes, it removed valves 
from completed inner tubes. The re- 
moval of the valves was an integral 
step in the process of manufacturing 
valveless tubes. 

The tubes were not used as material 
in or as a component part of another 
article. Thus the present case is dis- 
tinguishable from Rev. Rul. 62-51, 
1962-1 C.B. 218, which concluded 
that a “use” occurs within the meaning 
of section 4218 of the Code when a 
taxable lubricating oil is blended with 
another item to produce a new 
product. 


Accordingly, the removal of the 
valves is not a use of taxable inner 
tubes within the purview of section 
4218(b) of the Code. 


The tax does not apply to the sale 
of an inner tube that was designed for 
for use with a truck tire but was 
manufactured with a valve of a type 
that renders it unsuitable for use as 
an air container for a truck tire. See 


Rev. Rul. 71-552, 1971-2 C.B. 368. 
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An inner tube without a valve is 
not suitable for use in a pneumatic 
tire. Therefore, the tax imposed by 
section 4071(a) (3) of the Code does 
not apply to the sale of an inner tube 
without a valve. However, if the 
purchaser of a nontaxable inner tube 
thereafter installs a valve that renders 
it suitable for use in a tire, such 
purchaser would be the manufacturer 
of a taxable inner tube. 





Part Ill.—Petroleum Products 
Subpart A.—Gasoline 





Section 4081.—Imposition of 
Tax 


26 CFR 48.4801: Statutory provisions; im- 
position of tax. 


Definition of highway motor vehicle. See 
T.D. 7461, page 317. 





Subpart B.—Lubricating Oil 





Section 4091.—Imposition of 
Tax 


26 CFR 48.4091-2: Definitions. 


Synthetic lubricant used in steel 
manufacturing. A lubricant com- 
posed of at least 85 percent syn- 
thetic materials with the remainder 
consisting of nonpetroleum natural 
additives necessary to the applica- 
tion of the product in its use as a 
lubricant in a steel manufacturing 
process is not a lubricating oil sub- 
ject to the tax imposed by section 
4091 of the Code. 


Rev. Rul. 77-104 


Advice has been requested whether 
certain lubricating products are lu- 
bricating oils for purposes of the 
manufacturers excise tax imposed by 
section 4091 of the Internal Revenue 


Code of 1954. 


A company manufacturers and sells 
several products for use as special lu- 
bricants primarily by the steel indus- 
try in its manufacturing operations. 
These products consist of 85 percent 
or more synthetic materials, with the 


remainder being nonpetroleum na- 
tural additives, including water, sol- 
vents, and lard oil or rapeseed oil. 
Such additives are necessary for the 
proper application of the product in 
that they serve to adjust the emulsion 
or clarity of the finished product, or 
to control foaming. 

Section 4091 of the Code imposes 
a tax on lubricating oil (other than 
cutting oils) sold in the United States 
by the manufacturer or producer. 

Section 48.4091-2(a) of the Manv- 
facturers and Retailers Excise Tax 
Regulations provides that the term 
“lubricating oil” includes all oils, re- 
gardless of origin, that (1) are suit- 
able for use as a lubricant, or (2) are 
sold for use as a lubricant. The regu- 
lations further provide that the term 
does not include synthetic materials 
that possess lubricating properties, nor 
does it ordinarily include products 
of the type commonly known as 
grease. 

Rev. Rul. 61-148, 1961-2 C.B. 175, 
concludes that a lubricant for jet en- 
gines, that was determined to be a 
synthetic material, is not a lubricating 
oil as defined in the regulations, and 
that sales of the product are not sub- 
ject to the manufacturers tax on lu- 
bricating oil. 

Rev. Rul. 58-106, 1958-1 C.B. 407, 
concludes that the mere addition to a 
nontaxable grease of a solvent which 
quickly vaporizes upon application of 
the grease would not change the clas- 
sification of the product to a taxable 
“lubricating oil,’ even though the 
consistency of the nontaxable grease 
is altered by the addition of the 
solvent. 


Since section 48.4091-2(a) of the 
regulations provides that the term 
“lubricating oil” does not include 
synthetic materials that possess lubri- 
cating properties, the products de- 
scribed in this case are not lubricating 
oils within the meaning of that sec- 
tion. Accordingly, the fact that such 
products contain small amounts of 
nonpetroleum additives necessary for 
proper application of the products 
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does not change their classification 
to that of taxable “lubricating oils.” 

Therefore, sales by the company of 
such products are not subject to the 
manufacturers excise tax on lubricat- 
ing oil imposed by section 4091 of the 
Code. 





Subchapter D.—Recreaticnal Equipment 
Part 1.—Sporting Goods 





Section 4161.—Imposition of Tax 
26 CFR 48.4161(a)-2: Meaning of terms. 


Fishing rods. A “practice rod” 
manufactured and sold for use in- 
doors to teach fly casting at fishing 
clinics, the handle of which does 
not have a reel seat to hold a 
fishing reel, is not a fishing rod 
subject to tax. 


Rev. Rul. 77-35 


Advice has been requested whether 
the tax on fishing rods imposed by sec- 
tion 4161(a) of the Internal Revenue 
Code of 1954 is applicable to sales of 
the article described below. 

A company manufactures and sells 
a “practice rod” for use indoors with- 
out hooks or lures to teach fly casting 
at fishing clinics. The rod is made of 
fiberglass, 34 inches long, and has line 
guides and a 6 inch wooden handle. 
The handle does not have a reel seat 
to hold a fishing reel. 

Section 4161(a) of the Code im- 
poses a tax upon the sale by the manu- 
facturer, producer, or importer of 
fishing rods (including parts or acces- 
sories of such articles sold on or in 
connection therewith, or with the sale 
thereof) . 


Section 48.4161(a)-2(a) of the 
Manufacturers and Retailers Excise 
Tax Regulations provides that the 
term “fishing rods” includes all arti- 
cles, however designated, that are 
designed or constructed for use in con- 
junction with a fishing reel for casting 
a line and hook in the sport of fishing. 
Further, the term does not include 
any article that is neither designed for 
use in casting, nor suitable for such 


use. That section also provides that a 
so-called fishing rod “blank” is not 
considered to be a fishing rod unless 
the blank contains an affixed handle 
and reel seat, or is sold in the form of 
a kit that contains a rod blank, a 
handle, and a reel seat. 

In the instant case the practice rod 
is not designed or constructed for use 
in conjunction with a fishing reel for 
casting a line and hook in the sport of 
fishing. Therefore, it is not a fishing 
rod within the meaning of section 
48.4161(a)-2(a) of the regulations, 
and sales by the manufacturer are not 
subject to the tax imposed by section 
4161(a) of the Code. 





Subchapter F.—Special Provisions Applicable 
to Manufacturers Tax 





Section 4216.—Definition of Price 


(Also Sections 4061, 6416; 
48.4061 (a)-1, 48.6416(b)-1.) 

Sales price; transportation 
charges; motor vehicles reacquired 
and resold by manufacturer. A 
motor vehicle manufacturer’s §re- 
acquisition of new vehicles from 
dealers, crediting the dealers’ ac- 
counts for the full purchase price 
including transportation charges, 
and resale of the vehicles to a sec- 
ond dealer requires a price read- 
justment and liability for tax is 
incurred on the resale; the manu- 
facturer may exclude from its tax 
base, under section 4216(a) of the 
Code, the total transportation 
charges incurred in the deliveries 
of the vehicles to both dealers. 


Rev. Rul. 77-142 


Advice has been requested whether, 
in the situations described below, for 
the purposes of section 4216(a) of the 
Internal Revenue Code of 1954, the 
actual expenses incurred in transport- 
ing vehicles to dealers may be excluded 
in computing liability for the manu- 
facturers excise tax imposed by section 
4061 (a) (1). : 


A company manufactures and sells 


26 CFR 


Section 4216 


to dealers motor vehicles that are sub- 
ject to the tax imposed by section 4061 
(a) (1) of the Code. 

Situation 1. Under certain agree- 
ments between the manufacturer and 
dealers, if a dealership is terminated, 
the manufacturer issues a credit to the 
dealer for the new and unused vehicles 
on hand at the time of termination 
and sells the vehicles to other dealers. 

Situation 2. As an accommodation 
to its dealers, the manufacturer issues 
a credit to the dealer for a particular 
type of vehicle and sells the vehicle to 
another dealer who needs that type of 
vehicle. 

In Situations 1 and 2, the credit is 
issued to the account of the first dealer 
for the full amount of the purchase 
price including the transportation 
charges, and title goes back to the 
manufacturer. The manufacturer then 
bills the second dealer for the vehicles. 
The vehicles usually are not returned 
physically to the manufacturer, but are 
shipped directly from one dealer to an- 
other. Such transportation is either ar- 
ranged by the dealers or provided by 
the manufacturer. 

Section 4061 (a) (1) of the Code im- 
poses a tax on the sale by the manu- 
facturer, producer, or importer of cer- 
tain enumerated motor vehicle articles 
including automobile truck and bus 
chassis and bodies, truck and bus 
trailer and semitrailer chassis and 
bodies, and tractors of the kind chiefly 
used for highway transportation in 
combination with a trailer or semi- 
trailer. 


Section 4216(a) of the Code pro- 
vides that in determining the price for 
which an article is sold, there shall be 
included any charge for coverings and 
containers of whatever nature, and 
any charge incident to placing the arti- 
cle in condition packed ready for ship- 
ment, but there shall be excluded the 
amount of tax imposed by chapter 32, 
whether or not stated as a separate 
charge. A transportation, delivery, in- 
surance, installation, or other charge 
(not required by the foregoing sen- 
tence to be included) shall be excluded 
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from the price only if the amount 
thereof is established to the satisfac- 
tion of the Secretary. 

Under the provisions of section 6416 
(b) (1) of the Code, if the price of any 
article in respect of which a tax, based 
on such price, is imposed by chapter 
32, is readjusted by reason of the re- 
turn or repossession of the article, the 
part of the tax proportionate to the 
part of the price repaid or credited to 
the purchaser shall be deemed to be an 
overpayment, and credit or refund 
shall be allowed or made in respect of 
such overpayment. 

Section 48.6416(b)-1(b) (2) (i) of 
the Manufacturers and Retailers Ex- 
cise Tax Regulations provides that if 
a taxable article is returned before use 
to the person who paid the tax to the 
United States on the sale of such arti- 
cle, and all of the purchase price is re- 
paid to the vendee or credited to the 
vendee’s account, a price readjustment 
giving rise to an overpayment results. 

Section 316.12(a) of Regulations 
46, made applicable to the 1954 Code 
by T.D. 6091, 1954-2 C.B. 47, provides 
that charges for transportation, deliv- 
ery, insurance, installation, and other 
charges actually incurred in connec- 
tion with the delivery of an article to 
the purchaser pursuant to a bona fide 
sale, are to be excluded in computing 
the tax. 

In Situations 1 and 2, because the 
taxable vehicles are unused and all of 
the original purchase price is credited 
to the dealers’ accounts, with title 
going back to the manufacturer, the 
sale to the first dealer is rescinded. 
Consequently, the vehicles are re- 
turned for purposes of section 48.6416 
(b)-1(b) (2) (i) of the regulations and 
a price readjustment results. The man- 
ufacturer is then liable for the tax im- 
posed by section 4061(a)(1) on its 
sale of the vehicles to the second 
dealer. 

The transportation expenses in- 
curred by the manufacturer on the 
initial and subsequent sales of the vehi- 
cles are not for the benefit of the man- 
ufacturer. Further, the total transpor- 
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tation expense is incurred in connec- 
tion with delivery of the vehicles to 
dealers pursuant to bona fide sales. 
Accordingly, in Situations I and 2, 
the manufacturer, under section 4216 
(a) of the Code, may exclude from its 
tax base the total transportation 
charges actually incurred in delivering 
vehicles to the first dealer plus any 
additional charges incurred by it in 
effecting delivery to the second dealer. 


26 CFR 148.1-5: Constructive sale price. 


intercompany sales; constructive 
sale price. The phrase “clearly ap- 
plicable”, as used in Rev. Rul. 76- 
182 to describe fair market prices 
in connection with constructive 
sales prices under section 4216 
(b)(3), (4), and (5) of the Code, 
means the price at which products 
are sold to unrelated distributors in 
the ordinary course of trade for pur- 
poses of section 4216(b)(3) and 
(5), and has no application with re- 
spect to section 4216(b)(4); Rev. 
Rul. 76-182 clarified and modified. 


Rev. Rul. 77-66 


The Internal Revenue Service has 
been requested to clarify the meaning 
of the phrase “clearly applicable” in 
Rev. Rul. 76-182, 1976-1 C.B. 343. 
Rev. Rul. 76-182 holds that certain 
rules prescribed for determining con- 
structive sale price for purposes of 
computing manufacturers excise tax 
will also be used in determining fair 
market price for purposes of section 
4216(b) (1)(C) of the Internal Reve- 
nue Code of 1954 unless another price 
is clearly applicable. 

Under section 4216(b)(1)(C) of 
the Code, manufacturers excise tax is 
computed on a constructive sale price 
rather than on the actual sale price 
if an article is sold (otherwise than 
through an arm’s length transaction) 
at less than the fair market price. 
That section provides that in such 
instance the tax shall be computed on 
the price for which such articles are 


sold, in the ordinary course of trade, 
by manufacturers or producers there- 
of, as determined by the Secretary. 
However, certain specific rules for de- 
termining constructive sale price in 
particular situations are prescribed in 
sections 4216(b) (3), 4216(b) (4) and 
4216(b) (5). 

Rev. Rul. 62-68, 1962-1 C.B. 216, 
provides for an elective method of 
computing manufacturers excise tax 
under section 4216(b)(1)(C) of the 
Code where the taxpayer manufactur- 
ing company sells only to an affiliated 
company at less than fair market price. 


The affiliated company resells the | 


articles to one or more independent 
wholesale distributors in the ordinary 
course of trade. Under these circum- 
stances, the manufacturing company 
may elect to use a constructive sale 
price of 95 percent of the related 
selling company’s lowest established 


price to the unrelated wholesale dis- | 


tributors, with no further exclusions 
from, or readjustments of, such resale 
price under section 4216 or 6416, re- 
spectively. If the election is not made, 
the ruling holds that tax will be im- 
posed upon the actual price at which 
the article was sold by the related 
selling company to the unrelated 
wholesale distributors, subject to the 
exclusions and readjustments author- 
ized under sections 4216 and 6416. 

Rev. Rul. 71-240, 1971-1 C.B. 372, 
amplifies Rev. Rul. 62-68 by holding 
that for purposes of that ruling, any 
intercompany sale price which is less 
than 95 percent of the selling com- 
pany’s lowest established resale price 
to unrelated wholesale distributors is 
considered less than “fair market 
price” for purposes of section 4216 
(b) (1) (C). 

Rev. Rul. 76-182 also dealt with 
determination of “fair market price” 
for purposes of section 4216(b) (1) 
(C) of the Code. It holds that the 
constructive price determined under 
the rules contained in sections 4216 
(b) (3), 4216(b)(4), and 4216(b) 
(5) will be the fair market price un- 
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less the taxpayer shows that a lower 
price is clearly applicable. This hold- 
ing was based on language contained 
in the Senate Finance Committee Re- 
port accompanying the Excise, Estate, 
and Gift Tax Adjustment Act of 1970, 
S. Rep. 91-1444, 91st Cong., 2d Sess., 
1971-1 C.B. 574, 585, to the effect 
that it is reasonable for the Internal 
Revenue Service to use such construc- 
tive sale price provisions in determin- 
ing “fair market price” unless another 
fair market price is clearly applicable. 
Rev. Rul. 76-182 further holds that 
the 95 percent rule in Rev. Rul. 71- 
240 is likewise presumptive of fair 
market price and Rev. Rul. 76-182 
modified Rev. Rul. 71-240 to indicate 
that the rule stated therein is also 
rebuttable. 

When a manufacturer sells a tax- 
able product to a distributor and such 
sale is at other than arm’s length 
(such as sales to a distributor affili- 
ated with the manufacturer), then, 
if the sale is at a fair market price or 
higher, the actual price (subject to 
applicable adjustments) is used in 
computing the tax and no constructive 
sale price may be used. However, 
where such sale is made at less than 
fair market price, then a constructive 
sale price is to be determined. If that 
sale meets the conditions set forth in 
section 4216(b) (3), 4216(b) (4), or 
4216(b) (5) of the Code or Rev. Rul. 
62-68, then the applicable method 
thereunder for constructing a sale 
price is to be used. Since such methods 
are prescribed for the purpose of ar- 
riving at an equitable tax base, a sale 
price so constructed is considered to 
be a fair market price unless the tax- 
payer shows that a lower price is clear- 
ly applicable. See S. Rep. 91-1444. 

Sales by the manufacturer or the 
affliated distributor to unrelated 
wholesale distributors in the ordinary 
course of trade indicate a clearly ap- 
plicable fair market price. It may 
occur, due to exceptional circum- 
stances, that sales by the manufacturer 
or the affiliated distributor to an un- 


related wholesale distributor will be 
at a distorted price which does not 
actually represent a fair market price 
for the product. Such sales are not in 
the ordinary course of trade and do 
not represent a fair market price. 

Where neither the manufacturer nor 
the affiliated distributor sells the 
product in the ordinay course of trade 
to unrelated wholesale distributors 
there is no clearly reliable or feasible 
means of determining a fair market 
price for its sales of the product. 

This was recognized by Congress in 
enacting section 4216(b)(2) of the 
Code when it referred to a sale of the 
particular product to an unrelated 
wholesale distributor as establishing a 
“readily available” tax base and to the 
administrative difficulties of attempt- 
ing to construct a price in the absence 
of such sales. See H. Rep. 481, 85th 
Cong., Ist Sess., 1958-3 C.B. 372, 393; 
S. Rep. 2090, 85th Cong., 2d Sess., 
1958-3 C.B. 584, 605. 

Where the manufacturer sells in 
other than arm’s length transactions 
(i.e. to an affiliated distributor) and 
the facts are such that if these sales 
are at less than fair market price a 
constructive sale price will be deter- 
mined under section 4216(b) (3), 
4216(b) (4) or 4216(b) (5), the fol- 
lowing rules will be used in determin- 
ing what is the fair market price for 
this purpose. 

If the facts are such that a con- 
structive sale price would be deter- 
mined under section 4216(b) (3), and 
if the manufacturer sells the products 
in question not only in other than 
arm’s length transactions but also to 
unrelated wholesale distributors in the 
ordinary course of trade, then the 
price to the unrelated wholesale dis- 
tributors is a clearly applicable fair 
market price for purposes of Rev. Rul. 
76-182 and will be used as the fair 
market price. If there are no such 
sales by the manufacturer to unrelated 
wholesale distributors, there is no 
clearly applicable fair market price 
other than the constructive sale price 
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provided by section 4216(b) (3), and 
such price is the fair market price. 

If the facts are such that a con- 
structive sale price would be deter- 
mined under section 4216(b) (4), the 
manufacturer and the affiliated dis- 
tributor necessarily make no sales to 
unrelated wholesale distributors in the 
ordinary course of trade because that 
section applies by its terms only where 
the manufacturer, producer or im- 
porter of an article regularly sells (ex- 
cept for tax-free sales) only to a dis- 
tributor which is a member of the 
same affiliated group of corporations 
(as defined in section 1504(a)) as the 
manufacturer, producer, or importer 
and the distributor regularly sells (ex- 
cept for tax-free sales) only to re- 
tailers. Accordingly there is no clearly 
applicable fair market price other than 
the constructive sale price provided 
by section 4216(b) (4), and such price 
is the fair market price. 

If the facts are such that a con- 
structive sale price would be deter- 
mined under section 4216(b) (5), and 
if the manufacturer sells the product 
in question not only in other than 
arm’s length transactions but also to 
unrelated wholesale distributors in the 
ordinary course of trade, then the 
price to the unrelated wholesale dis- 
tributors is a clearly applicable fair 
market price for purposes of Rev. Rul. 
76-182 and will be used as the fair 
market price. If there are no such 
sales of the product by the manufac- 
turer to unrelated wholesale distrib- 
utors in the ordinary course of trade 
but there are such sales by the manu- 
facturer’s affiliated distributor, that 
sales price is the fair market price. If 
there are no such sales by either the 
manufacturer or the affiliated distrib- 
utor, there is no clearly applicable fair 
market price other than the construc- 
tive sale price provided in section 
4216(b) (5) and such price is the fair 
market price. 

Under the conditions of Rev. Rul. 
62-68 the manufacturer sells only to 
the related selling company and it sells 
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to unrelated wholesale distributors in 
the ordinary course of trade. There- 
fore, the price at which the latter 
sales occur is the only clearly applica- 
ble fair market price. Accordingly, the 
fair market price determined under 
Rev. Rul. 71-240 is not rebuttable. 

Rev. Rul. 76-182 is clarified as to 
what is a clearly applicable fair 
market price and modified to elimi- 
nate the statement that the 95 percent 
rule of Rev. Rul. 71-240 is presump- 
tive. 





Section 4218.—Use by Manufac- 
turer or Importer Considered Sale 


26 CFR 48.4218-1: Tax on use by manu- 
facturer, producer, or importer. 


Whether a manufacturer of inner tubes 
is liable for the manufacturers excise tax 
imposed by section 4071(a)(3) of the 
Code when it removes valves from inner 
tubes taken from inventory prior to selling 
them as valveless tubes. See Rev. Rul. 
77-91, page 335. 


26 CFR 48.4218-1: Tax on use by manu- 
facturer, producer, or importer. 


Application of tax where a hydraulic 
tailgate is mounted on a truck chassis or 
body by a dealer who purchased the arti- 
cles separately from the manufacturers. 
See Rev. Rul. 77-101, page 315. 





Subchapter G.—Exemptions, Registrations, etc. 





Section 4221.—Certain Tax-Free 
Sales 


Whether a manufacturer may sell tread 
rubber tax free for use in recapping or re- 
treading tires that are subsequently ex- 
ported. See Rev. Rul. 77-90, page 334. 


26 CFR 148.1-3; Temporary procedures 
for tax-free sales and purchases. 
(Also Sections 4041, 4253.) 
Exemptions; Port of Oswego 
Authority. The Port of Oswego Au- 
thority is a political subdivision of 
a State to which the excise tax 
exemptions provided by sections 
4041(g)(2), 4221(a)(4) and 4253 
(i) of the Code apply; Rev. Rul. 56- 
410 superseded. 
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Rev. Rul. 77-143 


The Port of Oswego Authority was 
created as a body corporate and politic 
by an act of the Legislature of the State 
of New York in 1955, Article 6, Title 
2, of the Public Authorities Law, as 
amended. Pursuant to the powers con- 
ferred upon it by the Act, the Author- 
ity is authorized and empowered, 
among other things, to lease, erect, 
construct, make, equip, and maintain 
port facilities in the Oswego Port Dis- 
trict and, for any such purpose, to 
acquire in the name of the Authority 
by purchase, grant, gift or condemna- 
tion, real property, including ease- 
ments therein, lands under water and 
riparian rights. The Authority is also 
empowered to operate and maintain 
all port facilities owned by it, to issue 
negotiable bonds within the limitations 
of the Act, and to fix fees, rates, rentals 
and other charges for the purpose of 
all port facilities owned by the Au- 
thority. 

The Act provides that the Authority 
is regarded as performing a govern- 
mental function and is not required to 
pay State or local taxes or assessments 
on any of the properties within its 
jurisdiction. In addition, the accounts 
of the Authority are subject to exami- 
nation by the state comptroller. The 
members of the Authority are ap- 
pointed by the governor by and with 
the advice and consent of the Senate. 
They serve without compensation but 
are entitled to reimbursement of their 
actual expenses incurred in the per- 
formance of their official duties. 


Section 4041(g) (2) of the Internal 
Revenue Code of 1954 exempts from 
the taxes on special fuels imposed by 
section 4041 sales for the exclusive use 
of any State, political subdivision of 
a State, or The District of Columbia. 
Comparable exemption from the man- 
ufacturers excise taxes and the tax on 
communications is provided by sec- 
tions 4221(a)(4) and 4253(i), re- 
spectively. 

The term “political subdivision” is 
not defined by sections 4041(g) (2), 


4221(a) (4), or 4253(i) of the Code 
or the regulations promulgated there- 
under. However, the term political 
subdivision has been defined consist- 
ently for all Federal tax purposes as 
denoting either a division of a State 
or local government that is a munici- 
pal corporation or a division of such 
State or local government that has 
been delegated the right to exercise 
sovereign power. In 38 O.A.G. 563,- 
565 (1937), it was pointed out that 
for Federal excise tax purposes the 
term political subdivision “may desig- 
nate a true governmental subdivision 
*** or *** it may have a broader 
meaning denoting any subdivision of 
the State created for a public purpose 
although authorized to exercise a por- 
tion of the sovereign power of the 
State only to a limited degree.” 

Held, the Port of Oswego Authority 
is a political subdivision of a State 
and comes within the scope of the Fed- 
eral excise tax exemptions relating to 
States and political subdivisions there- 
of. Accordingly, where taxable articles 
are sold to the Authority for its ex- 
clusive use, or where communication 
services or facilities are furnished to 
the Authority, the excise tax exemp- 
tions provided by sections 4041 (g) (2), 
4221(a) (4) and 4253(i) of the Code 
apply, provided the requirements of 
the law and the applicable regulations 
with respect to the particular exemp- 
tion are met. 

However, as a result of the Airport 
and Airway Revenue Act of 1970, 
1970-1 C.B. 361, the Port of Oswego 
Authority is not exempt from the 
transportation of persons and prop- 
erty taxes imposed by sections 4261 
and 4271 of the Code on transporta- 
tion beginning on or after July 1, 1970, 
the effective date of the Act, or the 
tax on civil aircraft imposed by section 
4491 effective July 1, 1970. 

Rev. Rul. 56-410, 1956-2 C.B. 884, 
is amplified and modified and, as 
amplified and modified, superseded 
since the position set forth therein with 
respect to the Authority's exemption 
from the services and facilities excise 

















taxes is restated under current law in 
this Revenue Ruling. 


26 CFR 148.1-3: Temporary procedures 
for tax-free sales and purchases. 


Whether hydraulic tailgates may be sold 
tax free for mounting either on a truck 
chassis or body. See Rev. Rul. 77-101, 
page 315. 


26 CFR 148.1-4: Tax-free sales or services 
to certain nonprofit educational organiza- 
tions. 


Whether the exemption from the manu- 
facturers excise tax on the sale of a taxable 
article to a “nonprofit educational organiza- 
tion” applies to an organization operating 
a repertory theater and conducting work- 
shops in acting. See Rev. Rul. 77-211, page 
312. 





Section 4222.—Registration 


26 CFR 148.1-3: Temporary procedures 
for tax-free sales and purchases. 


Whether a manufacturer may sell tread 
rubber tax free for use in recapping or re- 
treading tires that are subsequently ex- 
ported. See Rev. Rul. 77-90, page 334. 





Chapter 33.—Facilities and Services 
Subchapter B.—Communications 





Section 4251.—Imposition of Tax 


26 CFR 49.4251-1: Imposition of tax. 
(Also Section 4252.) 

Offshore radio telephone service. 
The tax imposed by section 4251 
(a) of the Code applies to amounts 
paid to a common carrier com- 
munications company for radio 
telephone services it provides in 
its offshore service area by means 
of a radio relay station that inter- 
connects all calls with a local land- 
line telephone company through 
its marine operator; Rev. Rul. 74- 
559 distinguished. 


Rev. Rul. 77-49 


Advice has been requested whether 
under the circumstances described be- 
low amounts. paid for radio telephone 
facilities and services are subject to the 
communications tax imposed by sec- 


tion 4251 of the Internal Revenue 
Code of 1954. 

A communications company (Com- 
pany) is engaged in rendering cable 
telephone and radio telephone service 
to the public on a common carrier 
basis. It operates under a tariff filed 
with, and a license issued by, the Fed- 
eral Communications Commission to 
provide rural radio telephone service 
in its offshore service area to subscriber 
stations that are not connected by tele- 
phone cable directly with the com- 
pany’s land-based communications ter- 
minal located in the local service area 
of a landline telephone company. 

The company provides the offshore 
subscriber with a radio telephone. To 
make a call the subscriber lifts the 
radio telephone handset from the cra- 
dle, thus making connection with the 
company’s telephone operator at the 
company’s terminal. This connection 
is made through the company’s nearest 
radio relay station on its offshore cable 
network. The company’s operator in- 
terconnects the call with the marine 
operator of the local landline tele- 
phone company who completes the 
call. The procedure is reversed for in- 
coming calls. All calls go through the 
local landline telephone company. 

For the rural radio services de- 
scribed above, the subscriber is charged 
a monthly flat rate plus a fixed rate 
per minute with a minimum time 
charge for each call. 

Section 4251(a) of the Code im- 
poses a tax on amounts paid for cer- 
tain communication services, including 
local and toll telephone service. 

Section 4252(a) of the Code defines 
the term “local telephone service” as 
(1) the access to a local telephone sys- 
tem, and the privilege of telephonic 
quality communication with substan- 
tially all persons having telephone or 
radio telephone stations that are a 
part of such local telephone system, 
and (2) any facility or service pro- 
vided in connection with a service de- 
scribed in paragraph (1). 

This section also provides that the 
term local telephone service does not 
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include any service that is a “toll tele- 
phone service” or a “private communi- 
cation service” as defined in sections 
4252(b) and (d) respectively. 

Section 4252(b) of the Code defines 
the term “toll telephone service” as 
(1) a telephonic quality communica- 
tion for which (A) there is a toll 
charge which varies in amount with 
the distance and elapsed transmission 
time of each individual communica- 
tion and (B) the charge is paid within 
the United States. 

Section 4252(d) of the Code defines 
the term “private communication serv- 
ice” as (1) the communication service 
furnished to a subscriber which entitles 
the subscriber (A) to exclusive or pri- 
ority use of any communication chan- 
nel or groups of channels, or (B) to 
the use of an intercommunication sys- 
tem for the subscriber’s stations, re- 
gardless of whether such channel or 
groups of channels, or intercommuni- 
cation system may be connected 
through switching with a service de- 
scribed in subsection (a) as local tele- 
phone service, (b) toll telephone serv- 
ice, or (c) teletypewriter exchange 
service, (2) switching capacity, exten- 
sion lines and stations, or other asso- 
ciated services which are provided in 
connection with, and are necessary or 
unique to the use of, channels or sys- 
tems described in paragraph (1), and 
(3) the channel mileage which con- 
nects a telephone station located out- 
side a local telephone system area with 
a central office in such local telephone 
system, except that such term does not 
include any communication service un- 
less a separate charge is made for such 
a service. , 

In the instant case the radio tele- 
phone facilities and services are ad- 
junct to the landline telephone service 
by making accessible regular telephone 
service to offshore subscribers. Accord- 
ingly, these facilities and services come 
within the provisions of section 4252 
(a) (2) of the Code. Since such facili- 
ties and services do not provide exclu- 
sive or priority use of any communica- 
tion channel, intercommunication sys- 
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tem, or channel mileage within the 
meaning of section 4252(d), the exclu- 
sion for “private communication serv- 
ice” under section 4252(a) does not 
apply. 

Therefore, the amounts paid for 
these communications services are sub- 
ject to the tax imposed by section 4251 
(a) of the Code. 


Rev. Rul. 74-559, 1974-2 C.B. 362, 
which holds certain two-way radio 
services furnished by a communica- 
tions company to be nontaxable pri- 
vate communications services, js dis- 
tinguishable. In that revenue ruling 
the radio services supplied were for the 
intracompany use of the subscriber be- 
tween the subscriber’s home office and 
its mobile units. This was accom- 
plished through a communications 
company dispatcher, who relayed mes- 
sages; a private wire line leased from 
the telephone company; or a dispatch 
radio station on the subscriber’s prem- 
ises. Thus, those radio services were 
for private communication. 


Rev. Rul. 74-559 is distinguished. 


26 CFR 49.4251-1: Imposition of tax. 
(Also Sections 4252, 7805; 301.7805-1.) 
Communications; dual use equip- 
ment; Centrex or PBX. Charges for 
optional dual use accessorial equip- 
ment used with unrestricted Cen- 
trex, PBX, or similar systems may 
not be allocated between local tele- 
phone service and private com- 
munication service and are subject 
to the tax imposed by section 4251 
of the Code; Rev. Rul. 74-590 
superseded. 


Rev. Rul. 77-189' 


Advice has been requested whether 
amounts paid for dual use accessorial 
equipment used with PBX systems de- 
scribed below are subject to the tax 
on communication services imposed by 
section 4251 of the Internal Revenue 
Code of 1954. The equipment is sepa- 
rately charged for and is of the same 


1 Also released as IR-1805, dated April 28, 1977. 
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type as the dual use accessorial equip- 
ment described in Rev. Rul. 74-590, 
1974-2 C.B. 364. It is used with both 
local telephone service and _ private 
communication service in the same 
manner as the equipment described in 
that Revenue Ruling. 

The PBX systems provide communi- 
cation among the subscriber’s stations 
and meet the requirements of section 
4252(d) of the Code for a private 
communication service. 

In Rev. Rul. 74-590, a telephone 
company that provides local and toll 
telephone service furnishes a customer 
a Centrex installation with so-called 
“unrestricted” service stations. An un- 
restricted Centrex installation is one 
which, in addition to providing pri- 
vate communication service, also pro- 
vides direct access to local telephone 
service. In connection therewith the 
company installs certain accessorial 
equipment including various “dual 
use” articles such as key illumination 
lights, wink hold relays, and hold but- 
tons. These articles may be used gen- 
erally with telephone stations whether 
or not the private communication fea- 
ture is furnished with the service. In 
billing the customer for the unre- 
stricted Centrex service the company 
makes one charge for the private com- 
munication feature, another charge 
for the local telephone service, and in- 
dividual charges for each article of 
accessorial equipment. 

The question presented in Rev. Rul. 
74-590 is whether charges for dual use 
accessorial equipment are not taxable 
by virtue of section 4252(d) of the 
Code where the company makes sepa- 
rate charges for local telephone serv- 
ice and for private communication 
service. 

Section 4251 of the Code imposes a 
tax on amounts paid for local and toll 
telephone service and _ teletypewriter 
exchange service. 

Section 4252(a) of the Code pro- 
vides that for purposes of the com- 
munications tax the term “local tele- 
phone service” means (1) the access 
to a local telephone system, and the 


privilege of telephonic quality com- 
munication with substantially all per- 
sons having telephone or radio tele- 
phone stations constituting a part of 
such local telephone system, and (2) 
any facility or service provided in con- 
nection with a service described in 
(1). That section further provides that 
“local telephone service” does not in- 
clude any service which is a “toll tele- 
phone service” or a “private communi- 
cation service.” 

Section 4252(d) of the Code defines 
the term “private communication serv- 
ice” as (1) the communication service 
furnished to a subscriber which entitles 
the subscriber to exclusive or priority 
use of any communication channel or 
groups of channels, or to the use of an 
intercommunication system for the 
subscriber’s stations, regardless of 
whether such channel, groups of chan- 
nels, or intercommunication system 
may be connected through switching 
with a taxable service, (2) the switch- 
ing capacity, extension lines and sta- 
tions, or other associated _ services 
which are provided in connection 
with, and are necessary or unique to 
the use of, channels or systems de- 
scribed in (1), and (3) the channel 
mileage which connects a telephone 
station located outside a local tele- 
phone system area with a central office 
in such local telephone system. How- 
ever, such term does not include any 
communication service unless a sepa- 
rate charge is made for such service. 

In Rev. Rul. 73-270, 1973-1 C.B. 
444, a company furnishing unrestricted 
Centrex service made a_ separate 
charge for each of several accessorial 
articles and a separate single charge 
for the remainder of the service pro- 
vided, i.e., the private communications 
service and the local telephone service. 
Under that Revenue Ruling, since the 
separate single charge for the Centrex 
service was not broken down between 
local telephone service and _ private 
communications service, amounts paid 
for the service were considered as 
amounts paid for local telephone serv- 
ice, and all accessorial articles fur- 
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nished therewith were considered as 
being provided in connection with 
local telephone service within the 
meaning of section 4252(a) of the 
Code. Thus, the tax imposed by sec- 
tion 4251 applied to all accessories 
furnished as part of the Centrex serv- 
ice. 

As indicated in Rev. Rul. 73-270, it 
was the intention of Congress that, 
when Centrex service with unrestricted 
stations is furnished to a subscriber, 
the charge for the entire service pack- 
age is subject to the tax imposed on 
local telephone service by section 
4251(a) (1) of the Code if there is not 
a separate charge for that part of the 
service furnished that represents pri- 
vate communication service. 

Unlike Rev. Rul. 73-270, the charge 
for the Centrex service in Rev. Rul. 
74-590 is broken down between local 
telephone service and private com- 
munication service. The accessorial 
equipment is provided in connection 
with both the local service and the 
private service. However, the equip- 
ment is not “necessary or unique”. to 
the use of the private communication 
service. Therefore, the equipment does 
not come within the definition of pri- 
vate communication service as pro- 


vided by section 4252(d) of the Code - 


but does come within the definition of 
local telephone service under section 
4252(a). See Situation 2 of Rev. Rul. 
73-401, 1973-2 C.B. 363. 

Accordingly, Rev. Rul. 74-590 holds 
that charges for dual use accessorial 
equipment used in connection with a 
Centrex system may not be allocated 
between local telephone service and 
private communication service fur- 
nished as part of such system and the 
amounts paid for the dual use equip- 
ment are subject to the tax imposed 
by section 4251 of the Code. This con- 
clusion also applies to optional dual 
use accessorial equipment used in con- 
nection with a PBX system that is a 
private communication service and 
with other similar types of systems pro- 
viding local service and private com- 
munication service. 


Rev. Rul. 74-590 is amplified to 
apply the conclusions stated therein 
to dual use optional equipment used 
with PBX systems and similar systems, 
and as amplified is superseded since 
the conclusions set forth in Rev. Rul. 
74-590 are restated in this Revenue 
Ruling. 

Under the authority of section 7805 
(b) of the Code, where the charge for 
the communication service is broken 
down between local telephone service 
and private communication service 
(as in the case of Centrex systems re- 
ferred to in Rev. Rul. 74-590 and the 
PBX systems described above), the 
conclusions set forth in this Revenue 
Ruling on charges made for dual use 
accessorial equipment will not be ap- 
plied with respect to bills rendered 
after June 18, 1973 (the date of pub- 
lication of Rev. Rul. 73-270) and be- 
fore April 1, 1975 (the second calen- 
dar quarter beginning after Decem- 
ber 9, 1974, the date of publication of 
Rev. Rul. 74-590). 


26 CFR 49.4251-1: Imposition of tax. 
(Also Section 4252.) 

Communications; automatic call 
distributing equipment. Amounts 
paid for basic automatic call dis- 
tributing (ACD) systems capable of 
receiving only incoming calls and 
for auxiliary or separate trunk lines 
that enable the ACD system sta- 
tions to originate outgoing calls to 
a local telephone exchange are 
subject to the tax imposed by sec- 
tion 4251 of the Code; however, 
separate charges for auxiliary trunk 
lines connecting the ACD equip- 
ment with a subscriber’s nontax- 
able PBX system are not subject to 
tax. Rev. Rul. 73-171 amplified. 


Rev. Rul. 77-196 


Advice has been requested whether 
amounts paid for the automatic call 
distributing (ACD) systems described 
in Rev. Rul. 73-171, 1973-1 C.B. 445, 
are subject to the communications ex- 
cise tax imposed by section 4251 of 


Section 4251 


the Internal Revenue Code of 1954, 
where such systems are used in asso- 
ciation with PBX services. Advice also 
has been requested whether the fact 
that an ACD system is capable of re- 
ceiving only incoming calls makes a 
difference in determining the tax con- 
sequences for that system. 

The basic ACD systems in question 
are designed to handle only incoming 
calls from a local telephone exchange 
network. No outgoing calls can be 
made through the ACD switching 
equipment. However, for an addi- 
tional charge the ACD attendant posi- 
tions can be equipped to originate out- 
going calls by means of auxiliary or 
separate trunk lines. Those lines can 
(1) bypass the ACD switching equip- 
ment and connect to an incoming 
ACD trunk, (2) connect directly to 
the central office of a local telephone 
network, or (3) connect to the sub- 
scriber’s associated PBX service, which 
is a private communication service 
within the meaning of section 4252(d) 
of the Code. 

Section 4251 of the Code imposes a 
tax on amounts paid for local and toll 
telephone service and _ teletypewriter 
exchange service. 

Section 4252(a) of the Code pro- 
vides that for purposes of the com- 
munications tax the term “local tele- 
phone service” means (1) the access 
to a local telephone system, and the 
privilege of telephonic quality com- 
munication with substantially all per- 
sons having telephone or radio tele- 
phone stations constituting a part of 
such local telephone system, and (2) 
any facility or service provided in con- 
nection with a service described in 
(1). That section further provides that 
“local telephone service” does not in- 
clude any service that is a “toll tele- 
phone service” or a “private commu- 
nication service.” 

Section 4252(d) of the Code defines 
the term “private communication serv- 
ice” as (1) the communication service 
furnished to a subscriber which entitles 
the subscriber to exclusive or priority 
use of any communication channel or 
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Section 4251 


groups of channels, or to the use of an 
intercommunication system for the 
subscriber’s stations, regardless of 
whether such channel, groups of chan- 
nels, or intercommunication system 
may be connected through switching 
with a taxable service, (2) the switch- 
ing capacity, extension lines and sta- 
tions, or other associated services 
which are provided in connection 
with, and are necessary or unique to 
the use of, channels or systems de- 
scribed in (1), and (3) the channel 
mileage which connects a telephone 
station located outside a local tele- 
phone system area with a central office 
in such local telephone system. How- 
ever, such term does not include any 
communication service unless a sepa- 
rate charge is made for such service. 

In defining taxable local telephone 
service, section 4252(a) (1) makes no 
distinction between systems that pro- 
vide access to a local telephone net- 
work only by receiving calls and sys- 
tems that both receive and originate 
calls. See Rev. Rul. 75-102, 1975-1 
C.B. 351, which holds amounts paid 
for time-of-day and weather-forecast 
telephone announcements are taxable. 
In that case, access to a local tele- 
phone system, as described in section 
4252(a)(1), is achieved through re- 
ceiving incoming calls. Accordingly, 
the fact that in the instant case the 
basic ACD switching equipment can 
only receive incoming calls from a 
local telephone system is not material 
to the tax determination. 

As described above, an ACD system 
is specifically designed to function as 
part of a local telephone service. It is 
not designed to function as a private 
communication service. Whether used 
independently or in association with 
PBX services, it does not provide a 
private communication service within 
the meaning of section 4252(d) of the 
Code. 

Therefore, under the principles in 
Rev. Rul. 73-171, amounts paid for 
basic ACD systems used in association 
with PBX services are not amounts 
paid for private communication serv- 
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ices but are, rather, amounts paid for 
local telephone service under section 
4252(a) (1) of the Code, and subject 
to the tax imposed by section 4251. 
Further, in the instant case, the aux- 
iliary bypass lines to an ACD trunk in 
(1) above, and the auxiliary lines to 
a central office of a local telephone 
network in (2), above, are lines which 
provide only the access and the privi- 
lege of telephonic communication with 
substantially all other persons in that 
local telephone network. Accordingly, 
since these lines provide the ACD sub- 
scribers with local telephone service 
the amounts paid for such lines are 
taxable under section 4251. 


Where the auxiliary trunk lines in 
(3), above, connect an ACD system 
with a subscriber’s PBX service that 
is a private communication service, 
they provide access to the local tele- 
phone system through the PBX sys- 
tem. However, these lines are part of 
a private communication service with- 
in the meaning of section 4252(d) of 
the Code where a separate charge is 
made. 


Accordingly, amounts paid for such 
lines are not subject to the tax im- 
posed by section 4251, but come with- 
in the exemption from tax for “private 
communication service” provided by 
section 4252(d). 

Rev. Rul. 73-171 is amplified. 





Section 4252.—Definitions 


Whether an offshore communications 
cable and radio telephone service on a 
common carrier basis is taxable under 
section 4251 of the Code. See Rev. Rul. 
77-49, page 341. 


Whether amounts paid for dual use ac- 
cessorial equipment used with PBX, Cen- 
trex, and similar communication systems 
are subject to the tax on communication 
services imposed by section 4251 of the 
Code. See Rev. Rul. 77-189, page 342. 


Whether amounts paid for the use of 
automatic call distributing systems are sub- 
ject to the tax imposed by section 4251 of 
the Code. See Rev. Rul. 77-196, page 343. 


Section 4253.—Exemptions 


Whether the Port of Oswego Authority 
qualifies for the exemption from the 
communications services and facilities ex- 
cise taxes. See Rev. Rul. 77-143, page 340, 


Whether the exemption from the com- 
munications taxes for services furnished to 
a “nonprofit educational organization” ap- 
plies to an organization operating a reper- 
tory theater and conducting workshops in 
acting. See Rev. Rul. 77-211, page 312. 





Subchapter C.—Transportation by Air 
Part I.—Persons 





Sections 4261.—Imposition of Tax 


26 CFR 49.4261-1: Imposition of tax; in 
general. 
(Also Section 4262; 49.4262 (a)-1.) 


Rev. Rul. 77-75 
Rev. Rul. 75-535, 1975-2 C.B. 438, 


concludes that amounts paid for air- 
flight and stand-by time, in connection 
with unscheduled air ambulance 
service furnished by a nonprofit or- 
ganization, are subject to the tax on 
the transportation of persons by air 
imposed by section 4261(a) of the 
Internal Revenue Code of 1954. 
Under the facts in that Revenue Rul- 
ing, patients being transported also 
incurred inflight medical costs that 
were separately billed. 

Held, the amounts paid for the in- 
flight medical costs are not subject to 
the tax imposed by section 4261 (a) of 
the Code. 

Rev. Rul. 75-535 is amplified. 


26 CFR 49.4261-1: Imposition of tax; in 
general. 
(Also Sections 4262, 4271, 4272; 154.2-1.) 
Air transportation; trips between 
Alaska and drilling site on Conti- 
nental Shelf. The tax on the trans- 
portation by air of persons and 
property imposed by sections 4261 
(a) and 4271(a) of the Code is ap- 
plicable to amounts paid for trans- 
portation between a_ petroleum 
company’s base site in Alaska and 
its offshore drilling site located in 
international waters on the Conti- 








I 
é 
t 
I 
I 





ority 
the 
ex 


340, 


com- 
d to 

ap- 
-per- 
s in 


438, 
air- 
tion 
ince 

or- 
on 

air 
the 
954, 
A ul- 
also 
that 


t to 
) of 


sin 
1.) 


pen 
nti- 
ins- 
and 
261 


ins- 
um 
and 
| in 
nti- 





nental Shelf approximately 100 
miles beyond the 3-nautical-mile 
boundary of the U.S. 


Rev. Rul. 77-197 


Advice has been requested as to the 
application, under the circumstances 
described below, of the excise tax on 
the transportation of persons by air 
imposed by section 4261 of the Inter- 
nal Revenue Code of 1954, and the 
excise tax on the transportation of 
property by air imposed by section 
4271. 

Pursuant to a contract, an aviation 
company furnishes helicopter trans- 
portation services to a petroleum com- 
pany engaged in drilling a test well on 
the Continental Shelf in international 
waters. The aviation company trans- 
ports personnel and property of the 
petroleum company between its base 
site in Alaska and its drilling site lo- 
cated approximately 100 miles beyond 
the 3-nautical-mile boundary of the 
United States (Alaska). The drilling 
site is a fixed structure erected on the 
Outer Continental Shelf. The petro- 
leum company pays the aviation com- 
pany basic service and flight time fees 
for the services. The helicopters have 
a maximum certificated weight in ex- 
cess of 6,000 pounds. 


Section 4261(a) of the Code im- 
poses upon the amount paid for tax- 
able transportation (as defined in sec- 
tion 4262) of any person a tax at the 
rate of 8 percent of the amount so 
paid. 

Section 4261(c) of the Code im- 
poses a tax of $3 upon any amount 
paid (whether within or without the 
United States) for any transportation 
of any person by air, if such trans- 
portation begins in the United States. 
This tax does not apply if the air 
transportation is fully taxable under 
section 4261 (a). 

Section 4262(a) of the Code defines 
“taxable transportation” for purposes 
of section 4261 as (1) transportation 
by air that begins in the United States 
or in the 225-mile zone (that portion 


of Canada and Mexico that is not 
more than 225 miles from the nearest 
point in the continental United States) 
and ends in the United States or in the 
225-mile zone, and (2) in the case of 
transportation other than transporta- 
tion described in (1), that portion of 
such transportation that is directly or 
indirectly from one port or station in 
the United States to another port or 
station in the United States, but only 
if such portion is not a part of unin- 
terrupted international air transporta- 
tion. 


Section 4262(b) of the Code ex- 
cludes from the definition of “taxable 
transportation” that portion of any 
transportation which meets all four of 
the following requirements: 

(1) such portion is outside the 
United States; 

(2) neither such portion nor any 
segment thereof is directly or indi- 
rectly— 

(A) between (i) a point where the 
route of the transportation leaves or 
enters the continental United States, 
or (ii) a port or station in the 225- 
mile zone, and 

(B) a port or station in the 225- 
mile zone; 

(3) such portion— 

(A) begins at either (i) the point 
where the route of the transportation 
leaves the United States, or (ii) a port 
or station in the 225-mile zone, and 

(B) ends at either (i) the point 
where the route of the transportation 
enters the United States or (ii) a port 
or station in the 225-mile zone; and 

(4) a direct line from the point (or 
the port or station) specified in para- 
graph (3)(A), to the point (or the 
port or station) specified in paragraph 
(3) (B), passes through or over a point 
which is not within 225 miles of the 
United States. 

Section 4262(c) (1) of the Code de- 
fines the term “continental United 
States” as meaning the District of Co- 
lumbia and the States other than 
Alaska and Hawaii. 


Section 4263(e) of the Code pro- 


Section 4261 


vides that a round trip shall be con- 
sidered to consist of transportation 
from the point of departure to the 
destination, and of separate transpor- 
tation thereafter. 

Section 4271(a) of the Code im- 
poses a tax upon the amount paid for 
the taxable transportation (as defined 
in section 4272) of property by air. 

Section 4272(a) of the Code defines 
taxable transportation for purposes of 
section 4271 as transportation by air 
that begins and ends in the United 
States. Section 4272(b)(1) provides 
that the term taxable transportation 
does not include that portion of any 
transportation that meets the require- 
ments of paragraphs (1), (2), (3), 
and (4) of section 4262(b). 

Section 7701(a)(9) of the Code 
provides that when used in Title 26, 
where not otherwise distinctly ex- 
pressed or manifestly incompatible 
with the intent thereof, the term 
“United States” when used in a geo- 
graphical sense includes only the States 
and the District of Columbia. 


Section 49.4262(b)-1(a) of the Fa- 
cilities and Services Excise Tax Regu- 
lations provides that, for purposes of 
section 4262 of the Code, the route of 
transportation leaves or enters the 
United States when it passes over the 
international boundary line between 
any part of the United States and a’ 
contiguous country or it passes over a 
point 3 nautical miles (3.45 statute 
miles) from low tide on the coast line. 


Section 3(a) of the Outer Continen- 
tal Shelf Lands Act (the Act), 43 
U.S.C. section 1332(a), provides that 
it is declared to be the policy of the 
United States that the subsoil and sea- 
bed of the outer Continental Shelf 
appertain to the United States and are 
subject to its jurisdiction, control, and 
power of disposition. Section 4(a) (1) 
of the Act, 43 U.S.C. section 1333 
(a) (1), provides that the Constitution 
and laws and civil and political juris- 
diction of the United States are ex- 
tended to the subsoil and seabed of the 
outer Continental Shelf and to all arti- 
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Section 4261 


ficial islands and fixed structures that 
may be erected thereon for the pur- 
pose of exploring for, developing, re- 
moving, and transporting resources 
therefrom, to the same extent as if the 
outer Continental Shelf were an area 
of exclusive Federal jurisdiction lo- 
cated within a State. 


Rev. Rul. 56-505, 1956-2 C.B. 891, 
holds that in view of the aforemen- 
tioned provisions of the Act, the sub- 
merged lands known as the Continen- 
tal Shelf are a part of the United 
States for purposes of the documentary 
stamp tax on foreign insurance policies 
imposed by section 4371 of the Code. 

As reflected in section 49.4262(b) - 
1(a) of the regulations, the jurisdic- 
tion of the United States over terri- 
torial waters extends to the three-mile 
limit. However, under the Act the 
jurisdiction of the United States ex- 
tends to the submerged lands known 
as the Continental Shelf and all artifi- 
cial islands and fixed structures erected 
thereon for exploring for, developing, 
removing, and transporting resources 
therefrom. Accordingly, pursuant to 
the Act the Continental Shelf and such 
artificial islands and fixed structures 
erected on it are a part of the United 
States within the scope of the defini- 
tion in section 7701 (a) (9) of the Code 
even though they are in international 
waters. 


Thus, although the offshore drilling 
site in the instant case is located in in- 
ternational waters, it is a part of the 
United States for purposes of section 
7701(a) (9) of the Code. Therefore, 
under the provisions of section 4263 
(e) of the Code, the transportation of 
persons between the base site and the 
offshore drilling site are separate trips 
that begin and end in the United 
States. While the transportation of 
persons is over international waters, 
there is no point on the direct line of 
transportation between the base site 
and offshore site that is more than 
225 miles from the United States. 
Therefore, the transportation of per- 
sons in this case does not meet require- 
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ment (4) for the partial exclusion 
under section 4262(b) and amounts 
paid for such transportation are sub- 
ject to the 8-percent tax imposed by 
section 4261 (a). 

Since all of the transportation of 
persons is taxable under section 4261 
(a) of the Code, the $3 tax imposed 
by section 4261(c) is not applicable. 

In addition, the transportation of 
property in this case begins and ends 
in the United States for purposes of 
section 4272(a) of the Code. Since the 
transportation of property also does 
not meet requirement (4) for the par- 
tial exclusion under section 4262(b) 
of the Code as set forth in section 
4272(b) (1), amounts paid for such 
transportation are subject to the tax 
imposed by section 4271(a). If a sin- 
gle amount is paid for air transporta- 
tion of a mixed load of persons and 
property, see Rev. Rul. 72-585, 1972-2 
C.B. 578, for a method of allocating 
the amount for purposes of determin- 
ing the separate taxes on the trans- 
portation of persons and property. 





Section 4262.—Definition of 
Taxable Transportation 


Whether the tax on the transportation of 
persons by air applies to amounts paid for 
transportation between a petroleum com- 
pany’s base site in Alaska and its offshore 
drilling site located in international waters 
on the Continental Shelf. See Rev. Rul. 
77-197, page 344. 


26 CFR 49.4262(a)-1: Taxable transpor- 
tation. 


Whether amounts paid for inflight medi- 
cal costs incurred in connection with trans- 


portation furnished by an air ambulance ° 


service are subject to the tax on the trans- 
portation of persons by air. See Rev. Rul. 
77-75, page 344. 





Part 11.—Property 





Section 4271.—Imposition of 
Tax 


26 CFR 154.2-1: Tax on transportation of 
property by air. 


Whether the tax on the transportation of 
property by air applies to amounts paid for 





transportation between a petroleum com. 
pany’s base site in Alaska and its offshore 
drilling site located in international waters 
on the Continental Shelf. See Rev. Rul, 
77-197, page 344. 





Section 4272.—Definition of 
Taxable Transportation, Etc. 


26 CFR 154.2-1: Tax on transportation of 
property by air. 


Whether the tax on the transportation of 
property by air applies to amounts paid for 
transportation between a petroleum com- 
pany’s base site in Alaska and its offshore 
drilling site located in international waters 
on the Continental Shelf. See Rev. Rul. 
77-197, page 344. 





Chapter 34.—Policies Issued by Foreign 
Insurers 





Section 4372.—Definitions 


Application of sections 892, 893 and 
4372 of the Code to a certain organization 
created by one foreign country and wholly 
owned by the government of that country 
and several other foreign governments. See 


Rev. Rul. 77-41, page 226. 





Chapter 35.—Taxes on Wagering 
Subchapter C.—Miscellaneous Provisions 





Section 4424.—Disclosure of 
Wagering Tax Information 


(Also Sections 6651, 
301.6651-1, 301.6653-1.) 


6653; 26 CFR 


Wagering; delinquency and fraud 
penalties; failure to file returns and 
pay tax. In view of the enactment 
of section 4420 of the Code, the de- 
linquency and fraud penalties im- 
posed by sections 6651 and 6653 
may be assessed and collected for 
failure, after November 1974, to file 
wagering Forms 11-C and 730 and 
pay the required taxes. 


Rev. Rul. 77-51 


Advice has been requested whether 
the Internal Revenue Service can as- 
sess and collect delinquency and fraud 
penalties under section 6651 and sec- 
tion 6653 of the Internal Revenue 
Code of 1954 for failure to file Form 
11-C (Special Tax Return and Appli- 
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cation for Registry-Wagering) and 
Form 730 (Tax on Wagering) and pay 
tax in view of the Supreme Court de- 
cisions in Marchetti v. U.S. 390 USS. 
39 (1968), 1968-1 C.B. 500, and 
Grosso v. U.S. 390 U.S. 62 (1968), 
1968-1 C.B. 495, and the subsequent 
enactment of section 4424. 

In Marchetti v. U.S., the Court held 
that to require a taxpayer to file a reg- 
istration (Form 11-C) under the wa- 
gering tax provisions violated the Fifth 
Amendment right against compulsory 
self-incrimination. 

In Grosso v. U.S., the Court applied 
the same rationale to the required fil- 
ing of an excise tax return (Form 730) 
under the wagering tax provisions. 

Section 6107 of the Code, which 
permitted the public inspection of the 
names of all persons paying wagering 
occupational taxes, was repealed by 
section 203(a) of Pub. L. 90-618, 
1968-2 C.B. 749. 

Section 4424 of the Code, effective 
December 1, 1974, provides that no 
Treasury Department official or em- 
ployee may disclose, except in connec- 
tion with the administration or en- 
forcement of internal revenue taxes, 
any document or record supplied by a 
taxpayer in connection with such taxes 
or any information obtained through 
any such documents or records. Fur- 
ther, certain documents related to the 
wagering taxes and information ob- 
tained through such documents may 
not be used against the taxpayer in 
any criminal proceeding except in con- 
nection with the administration or en- 
forcement of internal revenue taxes. 

Section 6651 of the Code imposes 
penalties for failure to timely file a re- 
turn and failure to timely pay the tax 
shown on the return unless such fail- 
ure is due to reasonable cause. 

Section 6653 of the Code imposes a 
penalty for underpayment of tax due 
to fraud. 

Congress enacted section 4424 of the 
Code with the intent of removing any 
constitutional impediment to the en- 
forcement of the wagering taxes. See 
H. Rep. No. 93-1401, 93d Cong., 2d 


Sess. 5 (1974), 1974-2 C.B. 459, (Con- 
ference Report). A taxpayer who com- 
plies with the wagering tax statutes is 
no longer confronted by substantial 
hazards of self-incrimination. 

Accordingly, a taxpayer who fails to 
file Form 11-C or Form 730 that is 
due on or after December 1, 1974, 
may be subject to the delinquency or 
fraud penalties imposed by sections 
6651 and 6653 of the Code. 





Chapter 36.—Certain Other Excise Taxes 
Subchapter B.—Occupational Tax 
on Coin-Operated Devices 





Section 4461.—Imposition of Tax 
26 CFR 45.4461-1: Imposition of tax. 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
United States are deductible. See Rev. 
Rul. 77-126, page 47. 





Section 4462.—Definition of Coin- 
Operated Gaming Device 


26 CFR 45.4462-1: Definition of coin- 
operated gaming device. 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
United States are deductible. See Rev. Rul. 
77-126, page 47. 





Subchapter D.—Tax on Use of Certain Vehicles 





Section 4481.—Imposition of Tax 
26 CFR 41.4481-1: Imposition of tax. 


Whether a certain vehicle falls within 
the tractor-trailer combination or truck- 
trailer combination categories for purposes 
of the highway use tax imposed by section 
4481 of the Code. See Rev. Rul. 77-36, 
page 347. 





Section 4482.—Definitions 


26 CFR 41.4482(a)-1: Definition of high- 
way motor vehicle. - 


Definition of highway motor vehicle. See 
T.D. 7461, page 317. 


26 CFR 41.4482(b)-1: Definition of tax- 

able gross weight. 

(Also Section 4481; 41.4481-1.) 
Highway use tax; truck equip- 

ped with automobile carrier body 


Section 4482 


and fifth wheel attachment. A vehi- 
cle having a three-axled truck 
chassis with a conventional truck 
cab, equipped with an automobile 
carrier body designed to carry iwo 
automobiles over and one behind 
the cab and a fifth wheel attach- 
ment, and with an actual unloaded 
weight of between 22,000 and 
23,000 pounds falls within the . 
truck-trailer combination category 
for highway use tax purposes; Rev. 
Rul. 76-559 distinguished. 


Rev. Rul. 77-36 


Advice has been requested whether 
the vehicle described below falls with- 
in the tractor-trailer or the truck- 
trailer combination category for pur- 
poses of the tax imposed on the use 
of highway motor vehicles by section 
4481(a) of the Internal Revenue Code 
of 1954. 

The vehicle has a three-axled truck 
chassis with a conventional truck cab 
and is equipped with an automobile 
carrier body designed to carry three 
automobiles, two over the cab and one 
behind the cab. The vehicle is also 
equipped with a fifth wheel mounted 
on a stinger that extends downward 
from the rear of the chassis behind the 
rear axles. Vehicles of this type, so 
equipped, customarily tow two-axled 
semitrailers designed to carry four or 
five automobiles. The actual unloaded 
weight of the towing vehicle is be- 
tween 22,000 and 23,000 pounds. 

Section 4481(a) of the Code im- 
poses a tax for each taxable period 
on the use of any highway motor 
vehicle that (together with the semi- 
trailers and trailers used in connection 
with highway motor vehicles of the 
same type as such highway motor 
vehicle) has a taxable gross weight of 
more than 26,000 pounds. 

Section 41.4482(b)-1(d) of the 
Highway Motor Vehicle Use Tax 
Regulations sets forth a schedule of 
taxable gross weights for different 
categories of vehicles. The taxable 
gross weights are based on the number 
of axles and the actual unloaded 


347 








Section 4482 


weight of the power unit fully equip- 
ped for service, pursuant to paragraph 
(a) of that section. Among the cate- 
gories shown in the schedule are 
“tractor-trailer combinations’ and 
“truck-trailer combinations.” 

Rev. Rul. 71-304, 1971-2 C.B. 377, 
states that, for purposes of the tax 
imposed by section 4481 of the Code, 
a vehicle falling within the tractor- 
trailer combination category of the 
use tax schedule is any motor vehicle 
designed primarily for towing semi- 
trailers or trailers. A vehicle falling 
within the truck-trailer combination 
category is any motor vehicle primarily 
designed for the transportation of 
property, and also equipped for use 
in towing semitrailers or trailers. That 
Revenue Ruling holds that a certain 
vehicle constructed by shortening a 
standard truck chassis and equipping 
it with a trailer hitch for towing 
mobile homes, and which has no 
provision for transporting personnel or 
property other than the operator and 
assistant, is primarily designed for 
towing trailers and falls within the 
tractor-trailer combination category. 

Rev. Rul. 74-461, 1974-2 C.B. 377, 
holds that a two-axled truck equipped 
with a flat bed body is designed pri- 
marily for the transportation of prop- 
erty, even though it is equipped with 
a special hitch mechanism for towing 
mobile homes and, therefore, is a 
truck-trailer combination for purposes 
of the use tax schedule. 

Pursuant to Rev. Rul. 71-304, the 
classification of a vehicle for purposes 
of the combinations categories of the 
use tax schedule depends on its pri- 
mary design for towing semitrailers 
or trailers, or for transporting prop- 
erty. Thus, it is not necessary that a 
vehicle be designed to perform only 
one of those functions to the exclu- 
sion of the other in order to be “pri- 
marily’ designed for towing semi- 
trailers or trailers, or for transporting 
property. 

Although the vehicle in the instant 
case is equipped with a fifth wheel 
attachment, the vehicle retains its 
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primary character as a truck. Because 
of its truck characteristics, the vehicle 
is primarily designed for the trans- 
portation of property. Therefore, since 
the vehicle is customarily used with 
semitrailers of the type intended by the 
term combinations, the vehicle falls 
within the truck-trailer combination 
category of the use tax schedule. 


Rev. Rul. 76-559, 1976-2 C.B. 365, 
relates to the classification for high- 
way use tax of a two-axled standard- 
type truck-tractor equipped with a 
fifth wheel mounted over the rear 
axle for use in towing semitrailers that 
carry four automobiles. The vehicle is 
equipped with a headramp structure 
designed to carry one automobile over 
the cab of the vehicle and one auto- 
mobile behind the cab. That Revenue 
Ruling concludes that the vehicle is 
primarily designed for towing semi- 
trailers and, therefore, the vehicle is 
within the tractor-trailer combination 
category of the use tax schedule. The 
towing vehicle in the instant case is 
distinguishable from the vehicle in that 
Revenue Ruling since the vehicle de- 
scribed therein is essentially a truck- 
tractor whereas the vehicle in the in- 
stant case has a conventional truck- 
type chassis and retains its truck char- 
acteristics. 

Rev. Rul. 76-559 is distinguished. 





Subchapter E.—Tax on Use of Civil Aircraft 





Section 4491.—Imposition of Tax 


26 CFR 154.3-1: Tax on use Of civil air- 
craft. 
(Also Sections 4492, 6426; 154.4-1.) 


Aircraft use tax; foreign air com- 
merce; stop in U.S. The domestic 
portion of an airline’s flight be- 
tween Washington, D.C. and a for- 
eign country that consists of a stop 
in New York, at which point no pas- 
sengers are allowed to alight on the 
trip to the foreign country and none 
are allowed to board on the return 
trip, is foreign air commerce for 
purposes of the aircraft use tax re- 





fund provided by section 6426(a) 
of the Code. 


Rev. Rul. 77-52 

Advice has been requested, under 
the circumstances described below, 
whether the use of leased aircraft in 
the navigable airspace of the United 
States is subject to the tax imposed by 
section 4491(a) of the Internal Rev- 
enue Code of 1954, and, if so, whether 
the portion of the flight from Washing- 
ton to New York is foreign air com- 
merce for purposes of the aircraft use 
tax refund provided by section 6426 
(a) of the Code. 

A foreign airline uses aircraft in the 
navigable airspace of the United States 
in connection with flights to and from 
a foreign country. The airline is au- 
thorized to engage in air commerce 
within the United States except that it 
may not take on at any point within 
the United States persons, property, or 
mail carried for compensation or hire 
destined for another point in the 
United States. The airline operates 
flights from Washington to New York 
to a point in a foreign country and 
back. Persons boarding in Washington 
may not alight in New York, but must 
continue to the foreign city. Additional 
passengers are picked up in New York. 
On return, no persons may board in 
New York to travel to Washington. 

The aircraft used in these flights are 
leased by the airline from a United 
States person who is not in the business 
of transporting persons or property for 
compensation or hire by air. The 
leased aircraft are registered as re- 
quired under the Federal Aviation Act 
of 1958. 

Section 4491 (a) (1) of the Code im- 
poses a $25 annual tax on the use of 
any taxable civil aircraft in the navi- 
gable airspace of the United States. In 
addition, section 4491(a) (2) imposes 
an amount of tax dependent upon the 
weight and type of propulsion of the 
aircraft. 

Section 4492(a) of the Code states 
that the term “taxable civil aircraft” 
means any engine driven aircraft: (1) 
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registered or required to be registered 
under section 501(a) of the Federal 
Aviation Act of 1958 (49 U.S.C., sec- 
tion 1401(a)), or (2) that is not de- 
scribed in (1) but which is owned by 
or for a United States person. 


Section 6426(a) of the Code pro- 
vides that in the case of any aircraft 
used in the business of transporting 
persons or property for compensation 
or hire by air, if any of such transpor- 
tation during any period is transporta- 
tion in foreign air commerce, the Sec- 
retary shall pay to the person who paid 
the tax under section 4491 for such 
period the amount determined by mul- 
tiplying that portion of the amount so 
paid for such period which is deter- 
mined under section 4491(a) (2) with 
respect to such aircraft by a fraction 
(1) the numerator of which is the 
number of airport-to-airport miles 
such aircraft traveled in foreign air 
commerce during such period while 
engaged in such business, and (2) the 
denominator of which is the total 
number of airport-to-airport miles 
such aircraft traveled during such pe- 
riod. 

Section 6426(b) of the Code states 
that the term “foreign air commerce” 
means any movement by air of the 
aircraft that does not begin and end 
in the United States; except that any 
segment of such movement in. which 
the aircraft traveled between two 
ports or stations in the United States 
shall be treated as travel that is not 
foreign air commerce. 


Section 154.4-1(b) (3) of the Tem- 
porary Regulations in connection with 
the Airport and Airway Revenue Act 
of 1970 defines foreign air commerce 
as use of an aircraft in the business of 
transporting persons or property for 
compensation or hire if the movement 
does not begin and end in the United 
States. Any segment of such move- 
ment in which the aircraft pursuant to 
its schedule traveled between two ports 
or stations in the United States shall 
not be treated as foreign air commerce. 
That section of the regulations further 


provides that for example, if an air- 
craft travels from London to New 
York to Chicago pursuant to its sched- 
ule, only the London to New York por- 
tion of the trip is in “foreign air com- 
merce.” 


Rev. Rul. 73-336, 1973-2 C.B. 410, 
holds that a commercial flight begin- 
ning in Los Angeles and ending in 
Tokyo retains its status as transporta- 
tion in foreign air commerce despite 
the fact that the aircraft makes a 
scheduled or unscheduled stop in 
Alaska for refueling or servicing the 
aircraft, provided (1) the aircraft op- 
erator is not certificated to operate 
commercial flights between such 
points in the United States, and (2) 
the flight is resumed in due course fol- 
lowing such refueling or servicing stop. 


Since the aircraft in question are 
required to be registered in accordance 
with the Federal Aviation Act of 1958, 
the use of such aircraft in the naviga- 
ble airspace of the United States is 
subject to the tax imposed by section 
4491(a) of the Code. 


However, in the instant case the 
airline is not authorized to carry pas- 
sengers traveling only between Wash- 
ington and New York. Therefore, all 
passengers boarding in Washington 
are bound for a foreign destination. 
Merely because the aircraft lands in 
New York to pick up additional pas- 
sengers does not change the nature of 
the actual commerce involved, which 
is the transportation of persons and 
property from a point within the 
United States to a point outside the 
United States. Accordingly, under the 
circumstances described herein the en- 
tire flight from Washington to New 
York to the foreign destination is for- 
eign air commerce for purposes of de- 
termining the refund provided by sec- 
tion 6426(a) of the Code. 


The person who pays the tax im- 
posed by section 4491(a)(2) of the 
Code, whether the owner or the lessee, 
is entitled to claim the refund of such 
tax, as determined in accordance with 
section 6426(a) of the Code. 


Section 4491 


26 - 154.3-1: Tax on use of civil air- 
raft. 
(Also Section 4492). 

Aircraft use; maximum certifi- 
cated takeoff weight. Methods are 
described to establish the maxi- 
mum certificated takeoff weights of 
aircraft for purposes of the tax im- 
posed by section 4491(a) of the 
Code. 


Rev. Rul. 77-144 


Advice has been requested as to 
takeoff weights of the aircraft de- 
scribed below for purposes of the tax 
imposed on the use of civil aircraft by 
section 4491(a) of the Internal Reve- 
nue Code of 1954. 

(1). An aircraft that has been issued 
a type certificate. 

(2). A military surplus aircraft or 
an aircraft having a military counter- 
part, for which no type certificate has 
been issued. 

(3). An experimental aircraft. 

(4). An aircraft other than any of 
those listed above. 


Section 4491(a) of the Code im- 
poses a tax on the use of any taxable 
civil aircraft during any year at the 
rate of $25, plus (A) in the case of 
an aircraft (other than a turbine en- 
gine powered aircraft) 2 cents a pound 
for each pound of the maximum cer- 
tificated takeoff weight in excess of 
2,500 pounds, or (B) in the case of 
any turbine engine powered aircraft, 
3% cents a pound for each pound of 
the maximum certificated takeoff 
weight. 

Section 4492(b) of the Code pro- 
vides that the term “maximum certifi- 
cated takeoff weight” means the max- 
imum such weight contained in the 
type certificate or airworthiness cer- 
tificate. 

Section 154.3-1(b) (5) of the Tem- 
porary Regulations in Connection with 
the Airport and Airway Revenue Act 
of 1970 provides that the term maxi- 
mum certificated takeoff weight means 
the maximum weight of the aircraft, 
accessories, fuel, pilot, passengers, and 
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cargo that is permitted on takeoff 
under the best conditions, as deter- 
mined for such aircraft by the Federal 
Aviation Administration. That section 
states that such weight is normally 
stated on the type certificate. 

The Internal Revenue Service has 
been informed by the Federal Aviation 
Administration that the terms “maxi- 
mum takeoff weight” and “maximum 
weight” are sometimes used synony- 
mously with the term maximum certifi- 
cated takeoff weight to designate the 
greatest permissible takeoff weight. 
Based upon information from the Ad- 
ministration, where type certificate is 
indicated in the law and regulations, 
the weight information can be found 
in the Aircraft Type Certificate Data 
Sheet and Specifications, and where 
airworthiness certificate is used in the 
law, the weight information can be 
found in the operating limitations 
issued with a Special Airworthiness 
Certificate. 

Regarding the aircraft in (1), pur- 
suant to section 154.3-1(b) (5) of the 
regulations, the maximum certificated 
weight for such aircraft can be found 
in the Federal Aviation Administra- 
tion document “Aircraft Type Certifi- 
cate Data Sheets and Specifications.” 

For the aircraft in (2), the maxi- 
mum certificated takeoff weight of the 
aircraft, for purposes of the tax im- 
posed by section 4491 of the Code, has 
been determined to be the maximum 
takeoff weight found in the aircraft’s 
military handbook, technical orders, 
placards or markings. 

With respect to the aircraft in (3), 
the maximum certificated takeoff 
weight of the aircraft, for purposes of 
the tax, is the maximum takeoff weight 
found in the aircraft’s operating limi- 
tations issued with its Special Air- 
worthiness Certificate. 

For the aircraft in (4), the maxi- 
mum certificated takeoff weight of the 
aircraft, for purposes of the tax, has 
been determined to be the maximum 
takeoff weight found in the aircraft’s 
flight manual, placards or markings. 

In any case where none of the fore- 
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going: items are available, a request 
for a Ruling as to the maximum cer- 
tificated takeoff weight should be sub- 
mitted in accordance with Rev. Proc. 
72-3, 1972-1 C.B. 698. Such request 
should describe the aircraft fully and 
include the type, model, serial num- 
ber (on the aircraft’s name plate), 
registration number (on the aircraft, 
beginning with the letter “N”), and 
the name of the owner of the aircraft 
(on the aircraft’s registration certifi- 
cate). 





Section 4492.—Definitions 


Whether certain aircraft engaged in for- 
eign air commerce are “taxable civil air- 
craft” for purposes of the use tax imposed 
by section 4491 of the Code. See Rev. Rul. 
77-52, page 348. 


Determination of maximum certificated 
takeoff weights for certain aircraft. See 
Rev. Rul. 77-144, page 349. 





Chapter 41.—Interest Equalization Tax 
Subchapter A.—Acquisitions of Foreign Stock 
and Debt Obligations 





Section 4911.—Imposition of 
Tax 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Section 4912.—Acquisitions 

The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Section 4915.—Exclusion For 
Direct Investments 

26 CFR 147.2-1: Credit or refund in case 
of direct investments. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 





72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Section 4918.—Exemption For 
Prior American Ownership and 
Compliance 


26 CFR 147.5-1: Exemption for prior 
American ownership. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 





Chapter 42.—Private Foundations 





Section 4941.—Taxes on 
Self-Dealing 


26 CFR 53.4941(d)-1: Definition of self- 
dealing. 

Self-dealing; disqualified person; 
bonds guaranteed by private foun- 
dation. The purchase of a portion 
of a bond issue on behalf of an ex- 
empt hospital by a disqualified per- 
son with respect to a private foun- 
dation that guaranteed the bonds 
except for those sold to the dis- 
qualified person is not an act of 
self-dealing. 


Rev. Rul. 77-6 


Advice has been requested whether, 
under the circumstances described be- 
low, a purchase of bonds by a dis- 
qualified person with respect to a pri- 
vate foundation will constitute an act 
of self-dealing within the meaning 
of section +4941(d)(1)(E) of the 
Internal Revenue Code of 1954. 

A hospital, which is exempt under 
section 501(c)(3) and described in 
section 170(b)(1)(A) (iii) of the 
Code, proposes to finance an expan- 
sion program by arranging for the 
local hospital authority to issue reve- 
nue bonds for the benefit of the hos- 
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pital. Funds for the payment of both 
the principal and the interest on the 
bonds are to be provided by the hos- 
pital to the local hospital authority. 
The bonds are secured by the net 
operating revenues of the hospital. 


In order to reduce the cost of the 
bonds to the hospital, a _ private 
foundation has agreed to guarantee 
the payment of both the principal and 
the interest on the bonds if the hospi- 
tal is unable to make such payments. 
A disqualified person with respect to 
the foundation, who is also an officer 
of the hospital, plans to purchase a 
portion of the bond issue. However, 
the guarantee will not apply to any 
bonds purchased by the disqualified 
person and will not become applicable 
to those bonds even if they are sub- 
sequently sold to other than a dis- 
qualified person. 


Section 4941(d)(1)(E) of the 
Code provides that the term “self- 
dealing” includes the transfer to, or 
use by or for the benefit of, a disquali- 
fied person of the income or assets of 
a private foundation. 


Section 53.4941 (d)-2(f) (2) of the 
Foundation Excise Tax Regulations 
provides that the fact that a disquali- 
fied person receives an incidental or 
tenuous benefit from the use by a 
foundation of its income or assets will 
not, by itself, make such use an act 
of self-dealing. 

Because the guarantee does not ap- 
ply to bonds purchased by a disquali- 
fied person, the arrangement does not 
result in any use of the foundation’s 
assets for the economic benefit of the 
disqualified person. Moreover, any 
benefit derived by the disqualified per- 
son by virtue of that person’s position 
as an officer of the hospital is in- 
cidental or tenuous within the mean- 
ing of section 53.4941 (d)-2(f) (2) of 
the regulations. 

Accordingly, a purchase of the 
bonds by a disqualified person, under 
the circumstances described, will not 
constitute an act of self-dealing within 


the meaning of section 4941(d) (1) 
(E) of the Code. 


26 CFR 53.4941(d)-2: Specific acts of 
self-dealing. 

Private foundation; self-dealing; 
church membership dues. Payment 
by a private foundation of a dis- 
qualified person’s church member- 
ship dues in order to maintain that 
person’s church membership is an 
act of self-dealing under section 
4941(d)(1)(E) of the Code. 


Rev. Rul. 77-160 


The Internal Revenue Service has 
been asked whether, under the cir- 
cumstances described below, payment 
by a private foundation of a disquali- 
fied person’s membership dues consti- 
tutes an act of self-dealing within the 
meaning of section 4941(d) (1) (E) 
of the Internal Revenue Code of 
1954. | 

Members of a congregation (classi- 
fied as a church under section 170(b) 
(1) (A) (i) of the Code) pay dues for 
the purpose of supporting the congre- 
gation. As a result, the members are 
entitled to hold office, vote in congre- 
gational meetings to elect officers and 
conduct other business, and otherwise 
participate in the religious activities 
of the congregation. 

A member of the congregation 
maintained his membership status in 
the congregation by virtue of dues 
paid on his behalf by a private founda- 
tion. The member is a disqualified 
person with respect to the private 
foundation. 

Section 4941(a)(1) of the Code 
imposes a tax on each act of self- 
dealing between a disqualified person 
and a private foundation. 

Under section 4941(d)(1)(E) of 
the Code, the term “self-dealing” in- 
cludes any direct or indirect transfer 
to, or use by or for the benefit of, a 
disqualified person of the income or 
assets of a private foundation. 

Section 53.4941(d)-2(f) (2) of the 
Foundation Excise Tax Regulations 
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provides that the fact that a disquali- 
fied person receives an incidental or 
tenuous benefit from the use by a 
foundation-of its income or assets will 
not, by itself, make such use an act of 
self-dealing. Thus, the public recog- 
nition a person may receive, arising 
from the charitable activities of a 
private foundation to which such per- 
son is a substantial contributor, does 
not in itself result in an act of self- 
dealing since generally the benefit is 
incidental and tenuous. 

Rev. Rul. 73-407, 1973-2 C.B. 383, 
holds that a contribution by a private 
foundation to a public charity does 
not constitute an act of self-dealing 
even though the contribution is con- 
ditioned upon the agreement of the 
public charity to change its name to 
that of a substantial contributor to the 
foundation. The Ruling is based upon 
section 53.4941 (d) -2(f) (2) of the reg- 
ulations and indicates that the result- 
ing benefit to the substantial contrib- 
utor is incidental and tenuous. 

Other Revenue Rulings have con- 
sidered the question of when a char- 
itable contribution deduction will be 
allowed under section 170 of the Code 
for membership fees or dues. Rev. Rul. 
68-432, 1968-2 C.B. 104, notes that 
whether such fees or dues paid to an 
organization described in section 170 
(c) are deductible is a question of 
fact and will depend on such consid- 
erations as the objectives and activities 
of the organization and the nature and 
extent of the benefits or privileges 
conferred upon its members. If any 
reasonably commensurate return privi- 
leges or facilities are made available 
by reason of the membership payment, 
such payment is not a charitable con- 
tribution. If, however, the rights and 
privileges of membership are inci- 
dental to making the organization 
function according to its charitable 
purposes and the only return benefit 
thereby attainable is the satisfaction 
of participating in furthering the 
charitable cause, the membership fee 
is a charitable contribution under 
section 170(c). 
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In Rev. Rul. 70-47, 1970-1 C.B. 
49, the Service held that pew rents, 
building fund assessments, and peri- 
odic dues paid to a church (an organi- 
zation described in section 170(c) of 
the Code) are all methods of making 
contributions to the church, and such 
payments are deductible as charitable 
contributions within the limitations 
set out in section 170. 

Under Rev. Rul. 68-432 and Rev. 
Rul. 70-47, dues payments of the type 
described above, if paid directly by the 
disqualified person, would be deducti- 
ble charitable contributions under sec- 
tion 170(c) of the Code. The dues 
confer no significant rights on the in- 
dividual members, and are paid for 
the purpose of supporting the congre- 
gation and furthering its religious ac- 
tivities. 

Although any rights or benefits that 
the disqualified person receives from 
the church by reason of that person’s 
membership status might be described 
as incidental or tenuous, it cannot be 
said that the benefit to the disqualified 
person by reason of the private foun- 
dation’s payment of the membership 
dues is incidental or tenuous within 
the meaning of section 53.4941 (d)-2 
(f) (2) of the regulations. The foun- 
dation’s payment results in a direct 
economic benefit to the disqualified 
person because that person would have 
been expected to pay the membership 
dues had they not been paid by the 
foundation. 

Membership dues and fees, by their 
very nature, are usually paid by indi- 
viduals on a continuing basis. Even 
where no benefits are conferred on the 
individual by reason of the payment of 
dues, the member is afforded the op- 
portunity to participate in the char- 
itable program of the church or other 
section 170(c) organizations to which 
the payments are made. 

When membership fees or dues are 
paid by a private foundation on behalf 
of a disqualified person, it may be 
presumed that the disqualified person 
is being relieved of the obligation, 
whether or not legally enforceable, to 


make such payment. The benefit con- 
ferred on the individual is not inci- 
dental or tenuous, but is direct and 
economic in nature. 


The payment of membership fees or 
dues by a private foundation on behalf 
of a disqualified person may be dis- 
tinguished from the making of a grant 
such as that described in Rev. Rul. 
73-407. Although the grant may result 
in public recognition of a disqualified 
person, it is not a substitute for an 
obligation of the disqualified person. 
Thus, the benefit derived is tenuous, 
and is not economic in nature. 


Accordingly, the payment of mem- 
bership dues by the private foundation 
on behalf of the disqualified person is 
an act of self-dealing under section 
4941(d) (1) (E) of the Code. 





Section 4942.—Taxes on Failure 
to Distribute Income 


26 CFR 53.4942(a)-2: Computation of 
undistributed income. 

Private foundations; undistrib- 
uted income. Amounts accumulat- 


ed by a private foundation created 


in 1968 to award scholarships to 
qualified individuals from a specific 
high school, such accumulations 
being required by the trust instru- 
ment, do not reduce the amount re- 
quired to be distributed under sec- 
tion 4942 of the Code, even though 
a probate court of competent juris- 
diction denied the trustee’s request 
to be excused from compliance 
with the provision of the trust re- 
quiring the accumulation. 


Rev. Rul. 77-74 


Advice has been requested whether 
amounts accumulated by a private 
foundation in the circumstances de- 
scribed below will reduce its distributa- 
ble amount under section 4942(d) of 
the Internal Revenue Code of 1954. 

An inter vivos trust was created on 
December 10, 1968, to award scholar- 
ships to qualified individuals from a 
specific high school. The indenture of 





trust requires that a specific portion of 
the trust’s income be accumulated 
each year. Pursuant to this provision 
in the indenture of trust, amounts have 
been accumulated in each year of the 
trust’s existence and such accumulated 
amounts have not been disbursed. 

Prior to December 31, 1971, the 
trustee requested a probate court hav- 
ing jurisdiction over the indenture of 
trust to review the instrument and 
either to reform or to excuse the trust 
from complying with the accumulation 
provision of the instrument. The court 
refused the requested relief and ruled 
that the accumulation provisions re- 
main in force. 

Section 4942(a) of the Code im- 
poses an excise tax on the undistrib- 
uted income of a private foundation 
for any taxable year, which has not 
been distributed before the first day of 
the second taxable year following such 
taxable year. 

Section 53.4942(a)-2(e) (1) (i) of 
the Foundation Excise Tax Regula- 
tions and section 101(1) (3) (B) of the 
Tax Reform Act of 1969 provide that 
section 4942 of the Code shall not 
apply to an organization to the extent 
its income is required to be accumu- 
lated pursuant to the mandatory terms 
(as in effect on May 26, 1969, and at 
all times thereafter) of an instrument 
executed before May 27, 1969, with 
respect to the transfer of income pro- 
ducing property to such organization. 
The exception to the application of 
those rules is that section 4942 shall 
apply to such organization if the orga- 
nization would have been denied ex- 
emption if section 504(a) had not 
been repealed by the Tax Reform Act 
of 1969 [Pub. L. 91-172, 1969-3 C.B. 
10}. 

Section 53.4942(a)-2(e) (1) (ii) of 
the regulations provides that section 
4942 of the Code shall not apply to an 
organization which is prohibited by its 
governing instrument or other instru- 
ment from distributing capital or cor- 
pus to the extent the requirements of 
section 4942 are inconsistent with such 
prohibition. 
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Section 53.4942(a)-2(e) (3) of the 
regulations provides that for taxable 
years beginning after December 31, 
1971, the above two paragraphs shall 
apply only during the pendency of any 
judicial proceeding by the private 
foundation which is necessary to re- 
form or to excuse such foundation 
from compliance with its governing in- 
strument or any other instrument (in 
effect May 26, 1969) in order to com- 
ply with the provisions of section 4942 
of the Code, and in the case of section 
53.4942 (a) -2(e) (1) (i) for all periods 
after the termination of such judicial 
proceeding during which the govern- 
ing instrument does not permit compli- 
ance with such provisions. 

Section 504 of the Code provided, 
with certain exceptions not here perti- 
nent, that an organization described in 
section 501(c) (3) to which section 
503 (relating to denial of exemption 
to organizations engaged in prohibited 
transactions) is applicable will be de- 
nied exemption under section 501 for 
the taxable year if amounts accumu- 
lated out of income during the taxable 
year or any prior taxable year and not 
actually paid out by the end of the 
taxable year are unreasonable in 
amount or duration in order to carry 
out the charitable, educational, or 
other purpose or function constituting 
the basis for the organization’s exemp- 
tion under section 501. Section 1.504- 
l(a) of the Income Tax Regulations 
provided that the restrictions enumer- 
ated in section 504 are in addition to 
and not in limitation of the restrictions 
contained in section 501(c) (3). 

Rev Rul. 67-106, 1967-1 C.B. 126, 
holds that an organization will be de- 
nied exemption where it is created for 
the sole purpose of accumulating in- 
come for a mandatory period of 20 
years in order to make a gift to a tax 
exempt organization since the organi- 
zation was created to accumulate all 
its income in a manner which violates 
the provisions of section 504 of the 
Code. The Revenue Ruling further 
holds that the mandatory accumula- 
tion by an organization of indeter- 


minable amounts of income for 20 
years merely to enable the organiza- 
tion to make a gift of its entire funds 
to an exempt educational institution 
at the end of that period is not a pro- 
gram which, in the light of existing 
circumstances, is reasonable. 

Rev. Rul. 67-108, 1967-1 C.B. 127, 
holds that an organization otherwise 
exempt from Federal income tax 
under section 501(c) (3) of the Code 
that is subject to the provisions of sec- 
tions 503 and 504 will be held not ex- 
empt if its charter or any other orga- 
nizational document contains a provi- 
sion for the mandatory accumulation 
of income for an indefinite period 
solely to increase principal since the 
organization was created to accumu- 
late a specified percentage of its in- 
come in a manner which violates the 
provisions of section 504. The Reve- 
nue Ruling further holds that the 
mandatory accumulation of a specified 
amount of income for an indefinite 
period of time solely to increase prin- 
cipal is not a reasonable program for 
accumulation and, therefore, any ac- 
cumulation of income pursuant to such 
a provision would be unreasonable 
within the meaning of section 504. 

Accordingly, accumulations made 
pursuant to the trust instrument in the 
instant case providing for the manda- 
tory accumulation of a specific portion 
of income so as to increase corpus 
would have been a violation of section 
504 of the Code and exemption would 
have been denied. Therefore, the ex- 
ception from compliance with the pro- 
visions of section 4942 is not applica- 
ble, notwithstanding the decree of the 
probate court, and the amounts ac- 
cumulated under the governing instru- 
ment will not reduce the distributable 
amount under section 4942(d) of the 
Code. 


26 CFR 53.4942(a)-2: Computation of 
undistributed income. 


T.D. 7486 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 


Section 4942 


TER D, PART 53.—FOUNDA- 
TION EXCISE TAXES 


Valuation of foundation assets 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Final regulations. 


SUMMARY: This document provides 
final regulations relating to the valua- 
tion of a private foundation’s nonchar- 
itable assets for purposes of calculating 
its minimum investment retuin. These 
regulations aid private foundations in 
computing how much they must con- 
tribute to charitable activities. The 
document also contains two minor 
clarifying changes of language in two 
other regulations under section 4942. 


DATES: The regulations are effective 
for taxable years beginning after De- 
cember 31, 1969. 


FOR FURTHER INFORMATION 
CONTACT: David A. Rood of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
566-3288) . 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


On October 27, 1976, the FED- 
ERAL REGISTER published pro- 
posed amendments to the Foundation 
Excise Tax Regulations (26 CFR Part 
53) under section 4942(e) (2) of the 
Internal Revenue Code of 1954 as it 
read prior to enactment of the Tax 
Reform Act of 1976, 41 FR 47053 
(Pub. L. 94-455, 1976-3 C.B. (Vol. 1) 
1). Interested parties were given an 
opportunity to submit comments and 
to request a public hearing by De- 
cember 13, 1976. No such comments 
or requests were received. 

These amendments do not reflect 
the changes in the valuation principles 
under section 4942(e) applicable to 
taxable years beginning after Decem- 
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ber 31, 1975, that are contained in 
section 1303 of the Tax Reform Act 
of 1976. Regulations that reflect these 
changes will be the subject of a future 
notice of proposed rulemaking. 


Adoption of amendments 

to the regulations 

Accordingly, 26 CFR Part 53 is 
amended as proposed. 

Paragraph 1. Section 53.4942(a) -2 
is revised by inserting paragraph 
(c) (4) (i) (b) to read as follows: 


§ 53.4942(a)-2 Computation of un- 
distributed income. 


* * * * * 


(c) Minimum investment _ re- 
turn. * * * 

(4) Valuation of assets—(i) Cer- 
tain securities, * * * 

(b) For purposes of this subdivi- 
sion, commonly accepted methods of 
valuation must be used in making an 
appraisal. Valuations made in accord- 
ance with the principles stated in the 
regulations under section 2031 consti- 
tute acceptable methods of valuation. 


* * * * * 


Par. 2. Section 53.4942(a)-3 is re- 
vised by replacing the phrase “any 
distributions” in the second sentence 
of paragraph (c)(2)(i) with the 
phrase “amounts treated as redistribu- 
tions” and by restructuring the third 
sentence of paragraph (c) (2) (iv). 
The revised provisions read as follows: 


§ 53.4942(a)-3 Qualifying distribu- 
tions defined. 


* * * * * 


(c) Certain contributions to 501(c) 
(3) organizations. * * * 

(2) Distribution requirements. (i) 
in order for a donee organization to 
meet the distribution requirements of 
subparagraph (1)(i) of this para- 
graph, it must, not later than the close 
of the first taxable year after its tax- 
able year in which any contributions 
are received, distribute (within the 
meaning of this subparagraph) an 
amount equal in value to the con- 
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tributions received in such prior tax- 
able year and have no remaining un- 
distributed income for such prior tax- 
able year. In the event that a donee 
organization redistributes less than an 
amount equal to the total contribu- 
tions from donor organizations which 
are required to be redistributed by 
such donee organization by the close 
of the first taxable year following the 
taxable year in which such contribu- 
tions were received, amounts treated 
as redistributions of such contribu- 
tions shall be deemed to have been 
made pro rata out of all such con- 
tributions, regardless of any earmark- 
ing or identification made by such 
donee organization with respect to the 


source of such distributions. See para-° 


graph (d) (2) (ix) of § 53.4942(a)-2 
for the treatment of amounts deemed 
not to have been so redistributed. For 
purposes of this paragraph, the term 
“contributions” means all contribu- 
tions, whether of cash or property, and 
the fair market value of contributed 
property determined as of the date of 
the contribution must be used in de- 
termining whether an amount equal in 
value to the contributions received has 
been redistributed. 


* * * * * 


(iv) In order to satisfy distribution 
requirements under section 170(b) (1) 
(E) (ii) or this paragraph, a donee or- 
ganization may elect to treat as a cur- 
rent distribution out of corpus any 
amount distributed in a prior taxable 
year which was treated as a distribu- 
tion out of corpus under paragraph 
(d) (1) (iii) of this section provided 
that (a) such amount has not been 
availed of for any other purpose, such 
as a carryover under paragraph (e) 
of this section or a redistribution under 
this paragraph for a prior year, (b) 
such corpus distribution occurred 
within the preceding 5 years, and (c) 
such amount is not later availed of for 
any other purpose. Such election must 
be made by attaching a statement to 
the return the foundation is required 
to file under section 6033 with respect 


to the taxable year for which such elec- 
tion is to apply. Such statement must 
contain a declaration by an appropri- 
ate foundation manager (within the 
meaning of section 4946(b) (1) ) that 
the foundation is making an election 
under this subdivision and it must spec- 
ify that the distribution was treated 
under paragraph (d) (1) (ili) of this 
section as a distribution out of corpus 
in a designated prior taxable year (or 
years). For purposes of elections made 
under this subdivision, see § 1.9100-1 
of this chapter (Income Tax Regula- 
tions) relating to extensions of time 
for making certain elections. 


* * * * * 


This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805). 


WituraM E. WILLIAMS, 
Acting Commissioner of 
Internal Revenue. 


Approved May 6, 1977. 
LaurENCE N. WoopwortTH, 

Assistant Secretary 

of the Treasury. 


(Filed by the Office of the Federal Register 
on May 12, 1977, 8:45 a.m., and pub- 
lished in the issue of the Federal Register 
for May 13, 1977, 42 F.R. 24264) 


26 CFR 53.4942 (a)-3: Qualifying distribu- 
tions defined. 


Rev. Rul. 77-7 


In conjunction with a request for 
approval of a set-aside pursuant to 
section 4942(g)(2) of the Internal 
Revenue Code of 1954, a private 
foundation has asked whether the 
term “specific project” includes the 
accumulation of funds to endow a 
specific building project of an un- 
related public charity. 

Held, the term “specific project” as 
defined in section 53.4942 (a) -3(b) (2) 
of the Foundation Excise Tax Regu- 
lations includes a project to be under- 
taken by a public charity unrelated 
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to the private foundation making the 
set-aside. 


26 CFR 53.4942(b)-1: Operating founda- 
tions. 


Procedures of the Service with respect to 
initial and continuing qualification of orga- 
nizations to which section 7428 of the 
Code, Declaratory Judgments Relating to 
Status and Classification of Organizations 
Under Section 501(c)(3), Etc., applies. 
See Rev. Proc. 77-21, page 586. 





Section 4945.—Taxes on 
Taxable Expenditures 

26 CFR 53.4945-4: Grants to individuals. 
(Also Section 117; 1.117-4.) 

Private foundations; amounts 
paid to students. Grants made on 
an objective and nondiscriminatory 
basis by a private foundation to 
worthy college students who ac- 
knowledge that they plan to teach 
in a particular State after gradua- 
tion satisfy the requirements of 
section 4945(g) of the Code and 
are not taxable expenditures under 
section 4945(d)(3); however, they 
are grants to achieve specific ob- 
jectives as described in section 
4945(g)(3) rather than grants con- 
stituting scholarships as described 
in section 4945(g)(1). Such grants 
are not excludable from the recipi- 
ents’ gross income under section 
117(a) as scholarships. 


Rev. Rul. 77-44 


Advice has been requested whether 
grants made by a private foundation 
under the circumstances described be- 
low are taxable expenditures under 
section 4945(d) of the Internal Reve- 
nue Code of 1954, or whether they are 
excluded as scholarships described in 
section 4945(g)(1) or grants to 
achieve a specific objective described 
in section 4945(g) (3). 

The foundation was formed to aid 
worthy college students who plan to 
teach in the public schools of a par- 
ticular state upon graduation and to 
attract highly qualified new teachers 


to the state’s public schools. The ap- 
plicant must indicate that he is willing 
to teach for two years in the public 
schools of the state immediately fol- 
lowing graduation. However, the foun- 
dation regards -this agreement as a 
moral commitment only and does not 
take any steps to enforce it. Awards 
are made on an objective and non- 
discriminatory basis pursuant to a pro- 
cedure approved in advance by the 
Internal Revenue Service. 

Section 4945(d)(3) of the Code 
provides that the term “taxable ex- 
penditure” means any amount paid or 
incurred by a private foundation as a 
grant to an individual for travel, 
study, or other similar purpose by such 
individual, unless such grant satisfies 
the grant requirements of section 
4945(g). 

Section 4945(g) of the Code pro- 
vides that section 4945(d) (3) shall 
not apply to certain individual grants 
awarded on an objective and nondis- 
criminatory basis pursuant to a pro- 
cedure approved in advance by the 
Secretary or his delegate. 

Section 4945(g)(1) of the Code 
provides that one type of grant so 
excluded is a grant constituting a 
scholarship or fellowship grant which 
is subject to the provisions of section 
117(a) and is to be used for study 
at an educational institution described 
in section 151(e) (4). 

Section 117(a) of the Code pro- 
vides that gross income does not in- 
clude any amount received as a 
scholarship at an educational insti- 
tution. 


Section 4945(g)(3) of the Code 
provides that section 4945(d) (3) shall 
not apply to an individual grant the 
purpose of which is to achieve a spe- 
cific objective, produce a report or 
other similar product, or improve or 
enhance a literary, artistic, musical, 
scientific, teaching, or other similar 
capacity, skill, or talent of the grantee. 

The Supreme Court of the United 
States has described scholarships as 
relatively disinterested “no-strings” 
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educational grants, with no require- 
ments of any substantial quid pro quo 
from the recipients. See Bingler v. 
Johnson, 394 U.S. 741 (1969). Where 
a grant is made with a clear expec- 
tation that its recipient will render 
future services to the grantor, it is 
made primarily for the benefit of the 
grantor and is not a scholarship de- 
scribed in section 117 of the Code. 
This is so even where the recipient is 
not contractually obligated to perform 
such services. See John E. MacDonald, 
Jr., 52 T.C. 386 (1969). Moreover, 
grantor benefit need not be in the 
form of monetary gain or services 
rendered directly to the grantor. For 
example, in Jerry S. Turem, 54 T.C. 
1494 (1970), The Tax Court found 
that governmental grants resulted in 
grantor benefit by inducing recipients 
to engage in educational activity bene- 
ficial to governmental agencies in the 
attainment of their objectives, even 
though the general public was ex- 
pected to be the ultimate beneficiary 
of the petitioner’s education. 


Since grants are awarded to those 
who acknowledge that they plan to 
teach in a particular State, the foun- 
dation can reasonably expect recipi- 
ents to teach in that State upon grad- 
uation. Thus, the grants not only 
further the education of recipients, but 
further the independent objective of 
the foundation to attract qualified 
teachers to State schools. Since the 
grantor foundation expects the recip- 
ients to render substantial services in 
return for its grants, the grants are 
not excludable from gross income un- 
der the provisions of section 117(a) 
of the Code, even though the condi- 
tions upon which they are awarded 
are not legally enforceable. There- 
fore, the grants are not scholarships 
described in section 4945(g) (1). 


However, grants made to attract 
qualified teachers in order to improve 
the quality of education in an area 
are made for a specific objective as 
described in section 4945(g) (3) of the 
Code. The grants are also described 
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in section 4945(g) (3) to the extent 
that they serve to improve or enhance 
the recipients’ teaching skills. Accord- 
ingly, the grants to the individuals 
under the circumstances described are 
not taxable expenditures under sec- 


tion 4945(d). 


26 CFR 53.4945-4: Grants to individuals. 


Private foundation taxable ex- 
penditures; tools for vocational 
school students. Grants by a private 
foundation to vocational high 
schools to be used to purchase the 
basic tools of a trade for students 
selected by representatives of the 
foundation are grants to individuals 
for study and will be taxable ex- 
penditures unless the requirements 
of section 4945(g) of the Code are 
met. 


Rev. Rul. 77-212 


Advice has been requested whether, 
under the circumstances described be- 
low, grants made to individuals by a 
private foundation are subject to the 
provisions of section 4945(d)(3) of 
the Internal Revenue Code of 1954. 

As one of its activities, the private 
foundation has established a program 
under which it makes grants to voca- 
tional high school students in a certain 
geographical area. The grants are used 
to supply selected students with the 
basic tools of their chosen trades to 
enable them better to learn their trades 
and to enter into those trades upon 
graduation. 

Announcements of the availability 
of the grants are circulated to princi- 
pals, counselors, teachers, and stu- 
dents. The students submit applica- 
tions for grants with a list of the tools 
required and their itemized cost to a 
selection committee composed of rep- 
resentatives of the private foundation. 
Grantees are selected on the basis of 
ability and promise and on a clear 
showing of financial need. The criteria 
for selection make it clear that stu- 
dents must have demonstrated excep- 
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tional promise, either through scho- 
lastic achievement or by unusual talent 
in a particular field, and be motivated 
to complete their vocational training. 

The vocational schools purchase the 
tools for the students chosen by the 
selection committee with grant funds 
paid by the private foundation. With 
some exceptions for outstanding jun- 
iors, tool awards are made primarily 
to high school seniors. The tools 
awarded are used during the grantee’s 
senior year (or, where a junior is the 
grantee, during the junior and senior 
years) as the student completes the 
curriculum in a particular vocational 
area. Upon graduation, the tools be- 
come the property of the students. 
Should a student fail to graduate, the 
tools revert to the school for such use 
as the principal may determine. 

The schools that participate in the 
program are all section 509(a) (1) 
organizations. 

The private foundation maintains 
records relating to the identification 
and qualification of grantees, and the 
amount and purpose of each grant. 

Section 4945 of the Code imposes a 
tax on each taxable expenditure made 
by a private foundation. 

Section 4945(d)(3) of the Code 
provides that the term “taxable ex- 
penditure” includes any amount paid 
or incurred by a private foundation as 
a grant to an individual for study or 
other similar purpose by that individ- 
ual, unless the grant satisfies the re- 
quirements of section 4945(g). 

Section 53.4945-4(a)(3)(i) of the 
Foundation Excise Tax Regulations 
provides that a grant to an individual 
for purposes other than those described 
in section 4945(d)(3) of the Code is 
not a taxable expenditure within the 
meaning of that section, even if the 
requirements of section 4945(g) are 
not met. However, as Rev. Rul. 76- 
460, 1976-2 C.B. 371, indicates, a grant 
to an individual for purposes other 
than those described in section 4945 
(d) (3) may constitute a taxable ex- 
penditure under section 4945(d) (5). 





Section 53.4945-4(a) (4) (i) of the 
regulations provides that a grant by 
a private foundation to another or- 
ganization, which the grantee organi- 
zation uses to make payments to an 
individual for purposes described in 
section 4945(d)(3) of the Code, shall 
not be regarded as a grant by the pri- 
vate foundation to the individual 
grantee if the foundation does not ear- 
mark the use of the grant for any 
named individual and there does not 
exist an agreement, oral or written, 
whereby such grantor foundation may 
cause the selection of the individual 
grantee by the grantee organization. 

Section 53.4945-4(a) (4) (ii) of the 
regulations provides that a grant by a 
private foundation to an organization 
described in section 509(a)(1), (2), 
or (3) of the Code, which the grantee 
organization uses to make payments to 
an individual for purposes described in 
section 4945(d)(3), shall not be re- 
garded as a grant by the private 
foundation to the individual grantee 
(regardless of the application of sec- 
tion 53.4945-4(a) (4) (i)) if the grant 
is made for a project which is to be 
undertaken under the supervision of 
the section 509(a)(1), (2), or (3) 
organization and such grantee orga- 
nization controls the selection of the 
individual grantee. 

In the instant case, the private 
foundation makes grants to the voca- 
tional schools rather than to the indi- 
vidual students. However, the founda- 
tion through its representatives selects 
the individual grant recipients. Thus, 
under section 53.4945-4(a) (4) (ii) of 
the regulations, the grants are deemed 
to be made directly to the individual 
students. 

The purpose of the grants is to aid 
needy and talented students to com- 
plete their vocational education. Thus, 
the grants in question are grants to 
individuals for study or similar pur- 
poses within the meaning of section 
4945 (d)(3) of the Code. 

Accordingly, the grants are subject 
to the provisions of section 4945 (d) (3) 
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of the Code and will constitute tax- 
able expenditures unless the founda- 
tion’s grant-making procedures satisfy 
the requirements of section 4945(g). 


26 CFR 53.4945-5: Grants to oragnizations. 


Private foundation taxable ex- 
penditures; amended return cor- 
recting omission of grant. A private 
foundation that failed to list on its 
original annual information return 
a grant to an organization not de- 
scribed in either section 509(a)(1), 
(2), or (3) of the Code, but cor- 
rected the omission on an amended 
return filed after the due date, has 
failed to exercise the expenditure 
responsibility requirements of sec- 
tion 4945(h)(3) with respect to the 
grant, and the grant is a taxable ex- 
penditure. 


Rev. Rul. 77-213 


Advice has been requested whether, 
under the circumstances described be- 
low, the omission of a particular ex- 
penditure from the annual informa- 
tion return of a private foundation 
subjects the expenditure to the tax im- 
posed on taxable expenditures under 
section 4945(a)(1) of the Internal 
Revenue Code of 1954. 

The foundation is exempt from 
Federal income tax under section 501 
(c)(3) of the Code and is a private 
foundation within the meaning of sec- 
tion 509(a). The foundation accom- 
plishes its objectives through a pro- 
gram of making grants to other organi- 
zations for charitable and educational 
purposes. 

Pursuant to a resolution of its board 
of directors, the foundation made a 
grant in 1974 to X, an organization 
that is not described in either section 
509(a)(1), (2) or (3) of the Code. 

The foundation filed its annual in- 
formation return, Form 990PF, before 
the fifteenth day of the fifth month 
following the close of the taxable year 
as required by section 6033 of the 
Code. However, on the annual infor- 


mation return the foundation failed to 
include the grant to X among the list 
of grants made during the taxable 
year. Aside from failing to report the 
grant to X on the annual information 
return, the foundation otherwise com- 
plied with the expenditure responsi- 
bility requirements in connection with 
the grant as required by section 
4945(h). 

After filing the return, and after the 
due date of the return had passed, the 
foundation discovered the omission of 
the grant from the return. Conse- 
quently, the foundation filed an 
amended return that included the 
grant to X among the list of grants 
made during the taxable year. 

Section 4945(a)(1) of the Code 
imposes a tax on each ‘taxable ex- 
penditure” of a private foundation. 

Section 4945(d)(4) of the Code 
provides that a “taxable expenditure” 
includes any amount paid by a private 
foundation as a grant to an organiza- 
tion (other than one described in sec- 
tion 509(a)(1), (2), or (3)) unless 
the private foundation exercises ex- 
penditure responsibility with respect to 
such grant in accordance with the pro- 
visions of section 4945(h). 

Section 4945(h) of the Code pro- 
vides that expenditure responsibility 
referred to in section 4945(d) (4) 
means that a private foundation is re- 
sponsible to exert all reasonable efforts, 
and to establish adequate procedures— 

1.) to see that the grant is spent 
solely for the purpose for which made, 

2.) to obtain full and complete re- 
ports from the grantee on how the 
funds are spent, and 

3.) to make full and detailed reports 
with respect to such expenditures to 
the Secretary or his delegate. 

Section 53.4945-5(e) (3) (iii) of the 
Foundation Excise Tax Regulations 
provides that a grant which is subject 
to the expenditure responsibility re- 
quirements of section 4945(h) of the 
Code will be considered a taxable ex- 
penditure of the granting foundation 
if that foundation fails to report to the 
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Internal Revenue Service as provided 
in section 53.4945-5(d) of the regula- 
tions. 


Section 53.4945-5(d) of the regula- 
tions provides that in order to satisfy 
the reporting requirements of section 
4945(h) (3) of the Code, a granting 
foundation must provide the required 
information on its annual information 
return, required to be filed by section 
6033, for each taxable year with re- 
spect to each grant made during the 
taxable year that is subject to the ex- 
penditure responsibility requirements 
of section 4945(h). 


Section 1.6033-2(e) of the regula- 
tions states that the annual return re- 
quired by this section shall be filed on 
or before the fifteenth day of the fifth 
month following the close of the period 
for which the return is required to be 


filed. 


Section 53.4945-1(d)(2) of the 
regulations provides that if an expendi- 
ture is taxable-only because of a failure 
to obtain a full and complete report 
as required by section 4945(h) (2) of 
the Code, or because of a failure to 
make a full and detailed report as re- 
quired by section 4945(h) (3), correc- 
tion may be accomplished by obtaining 
or making the report in question. 


Since X is not an organization de- 
scribed in either. section 509(a)(1), 
(2), or (3) of the Code, the founda- 
tion must exercise expenditure respon- 
sibility in connection with the grant 
in order to avoid having the grant con- 
sidered a taxable expenditure. Section 
4945(h) and the regulations there- 
under require the foundation to fulfill 
three basic conditions in order to com- 
ply properly with the expenditure re- 
sponsibility requirements. Failure to 
comply with any one of these require- 
ments will cause the grant to be a tax- 
able expenditure. One of the require- 
ments imposed by section 4945(h) is 
that the foundation make a “full and 
detailed report of its expenditures to 
the Secretary or his delegate.” The re- 
port referred to in that section is the 
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annual information return required to 
be filed by section 6033. 

By omitting the grant to X from the 
original annual information return, 
the foundation failed to comply with 
the reporting requirements of section 
4945(h) (3) of the Code with respect 
to the grant. Consequently, the foun- 
dation did not satisfy the expenditure 
responsibility requirements of section 
4945(h). While the subsequent filing 
of the amended return may have ac- 
complished correction within the mean- 
ing of section 53.4945-1(d)(2) of the 
regulations, the untimeliness of such 
filing precluded it from nullifying the 
foundation’s failure to exercise ex- 
penditure responsibility in connection 
with the grant. 

Accordingly, since the foundation 
failed to exercise expenditure respon- 
sibility within the meaning of section 
4945(h)(3) of the Code, the grant to 
X is a taxable expenditure within the 
meaning of section 4945(d)(4) and 
is subject to the tax imposed by sec- 
tion 4945(a) (1). 


26 CFR 53.4945-6: Expenditures for non- 
charitable purposes. 

Private foundation; taxable ex- 
penditure; loan to disqualified per- 
son. A loan by a private foundation 
to a disqualified person that con- 
stitutes an act of self-dealing, but 
otherwise is a permissible expendi- 
ture, is not a taxable expenditure 
within the meaning of section 4945 
(d)(5) of the Code. 


Rev. Rul. 77-161 


Advice has been requested whether, 
under the circumstances described be- 
low, a loan made by a private founda- 
tion to a disqualified person that con- 
stitutes an act of self-dealing also 
constitutes a taxable expenditure with- 
in the meaning of section 4945(d) (5) 
of the Internal Revenue Code of 1954. 

The private foundation made a loan 
to a disqualified person to generate 
income to be used solely for the foun- 
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dation’s charitable purposes. The loan 
was made at a reasonable rate of in- 
terest, adequately secured, and other- 
wise met prudent investment stand- 
ards. When the foundation and the 
disqualified person discovered the 
transaction was an act of self-dealing 
under section 4941(d)(1)(B) of the 
Code, the loan was repaid with inter- 
est, and this act of self-dealing was 
corrected for purposes of section 4941 
(b) (1). 

The issue presented is whether the 
making of the loan is also a taxable 
expenditure within the meaning of 
section 4945(d) (5) of the Code. 

Section 4945(a)(1) of the Code 
imposes a tax on each taxable ex- 
penditure made by a private founda- 
tion. 

Section 4945(d)(5) of the Code 
provides that the term “taxable ex- 
penditure” includes any amount paid 
or incurred by a private foundation 
for any purpose other than one speci- 
fied in section 170(c) (2) (B). 

Section 53.4945-6(b) (1) (i) of the 
Foundation Excise Tax Regulations 
states that expenditures to acquire in- 
vestments entered into for the purpose 
of obtaining income or funds to be 
used in furtherance of purposes de- 
scribed in section 170(c)(2)(B) of 
the Code ordinarily will not be treated 
as taxable expenditures under section 
4945(d) (5). 

A given set of facts can give rise to 
taxes under more than one provision 
of chapter 42 of the Code. See, for 
example, section 53.4944-1 (a) (2) (iv) 
of the regulations which provides that 
it is not intended that the taxes im- 
posed under chapter 42 be mutually 
exclusive. 

The fact that the loan in this case 
constitutes an act of self-dealing does 
not automatically mean that it is also 
a taxable expenditure. Whether the 
loan constitutes a taxable expenditure 
depends on whether it would have 
been a proper expenditure for the 
foundation were it not an act of self- 
dealing. The loan was made to the 
disqualified person at a reasonable 


and otherwise prudent, and was de- 
rate of interest, adequately secured, 
signed solely to provide income for the 
foundation’s charitable purposes. Un- 
der section 53.4945-6(b) (1) (i) of the 
regulations, the loan would have been 
a permissible expenditure had it not 
been made to a disqualified person. 
Under these circumstances, the mak- 
ing of the loan is not a taxable ex- 
penditure within the meaning of sec- 


tion 4945(d) (5) of the Code. 
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Section 4975.—Tax on 
Prohibited Transactions 


Prohibited Transaction Exemption 
77-1 


DEPARTMENT OF LABOR 


Pension and Welfare Benefit Programs 


EMPLOYEE BENEFIT PLANS 


Exemption from Prohibitions Re- 
specting a Transaction Involving the 
Operating Engineers Journeyman and 
Apprentice Training Trust and Guy 
F. Atkinson Company 

Notice is hereby given of the grant- 
ing of an exemption under the author- 
ity of section 408(a) of the Employee 
Retirement Income Security Act of 
1974 [Pub. L. 93-406, 1974-3 C.B. 1] 
(the Act) relating to a proposed trans- 
action involving the purchase by the 
Operating Engineers Journeyman and 
Apprentice Training Trust (the Plan) 
of approximately 609 acres of land 
from Guy F. Atkinson Company 
(Atkinson), a party in interest with 
respect to the Plan. 

Background. On October 5, 1976, 
notice was published in the FEDERAL 
REGISTER (41 FR 43976) of the 
pendency before the Department of 
Labor (the Department) of an ex- 
emption from the restrictions of sec- 
tion 406(a) of the Act for a transac- 
tion described in an application sub- 
mitted by the trustees of the Plan. 
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The notice set forth a summary of the 
facts and representations contained in 
the application for exemption and 
referred interested persons to the ap- 
plication for a complete statement of 
the facts and representations. The 
notice stated that in order to receive 
consideration, comments from inter- 
ested persons had to be received by 
the Department on or before Novem- 
ber 19, 1976. However, at the re- 
quest of the trustees of the Plan, the 
Department, in a notice published in 
the FEDERAL REGISTER on De- 
cember 3, 1976 (41 FR 53076), ex- 
tended the date for submission of 
written comments regarding the pro- 
posed exemption until December 15, 
1976. One letter of comment was 
received from a member of Operating 
Engineers Local Union No. 12. The 
letter objected to the granting of an 
exemption unless a reliable certifica- 
tion were obtained that no mortgage, 
option to purchase, or title of own- 
ership on property adjoining the 643 
acres owned by Atkinson is held by 
employees of the Plan, its adminis- 
trator and/or Local Union No. 12 
because the improvement of the land 
to be purchased by the Plan will en- 
hance the value of adjoining property. 
The letter also objected on the 
grounds that Atkinson will benefit 
from the transaction as a result of re- 
taining 34 acres at the entrance to 
the land which the Plan will purchase. 
The letter further objected because 
the transaction would contravene the 
requirements of section 404 regard- 
ing fiduciary duties. According to the 
letter, the transaction would not be 
for the exclusive purpose of providing 
benefits to participants and benefici- 
aries because it would disproportion- 
ately benefit Atkinson, and would not 
be prudent because the Plan already 
owns several other properties for this 
Same purpose and there are appren- 
tices who are unemployable because 
of high unemployment in _ the 
construction industry, particularly 
among operating engineers. 


In response to the comment letter 
the trustees represented that, to their 
knowledge, no party in interest of the 
Plan, nor any relative of a party in 
interest, owns any mortgage, option to 
purchase, title of ownership, or any 
other interest in property adjoining 
the 643 acres owned by Atkinson. In 
addition, the trustees represented that 
the Plan presently owns no other land, 
either in the Riverside, California area 
or elsewhere. However, the Plan pres- 
ently has a short-term lease on one 
training site in the Los Angeles area, 
and is negotiating for the purchase of 
a permanent training site in the Los 
Angeles area. In Bakersfield the Plan 
is using a training site free of costs, 
pursuant to a previously granted ex- 
emption by the Department, and is 
looking for a site in San Diego. 


The application and the comment 
submitted with respect thereto have 
been available for public inspection at 
the Department in Washington, D.C. 
Based upon the application filed by 
the trustees of the Plans, the consider- 
ation of the public comment and the 
additional representations submitted 
by the applicant, the Department has 
decided to grant the requested exemp- 
tion for the transaction described in 
the application. It should be noted 
that, as indicated below, the exemp- 
tion granted herein does not cover 
transactions prohibited under section 
406(b) of the Act nor does it relieve 
a fiduciary from any of the provisions 
of section 404 of the Act. Notice of 
pendency of an exemption was given 
by publication of the notice of pend- 
ency as published in the FEDERAL 
REGISTER in the Union newspaper, 
Engineers News-Record, which was 
mailed on November 19, 1976, to all 
members of the Union. A copy of the 
notice of pendency or an exemption 
was mailed on November 12, 1976, to 
the employer associations which are 
signatories to the trust agreement cre- 
ating the Plan. 

General Information. (1) The fact 
that a transaction is the subject of an 
exemption granted under section 408 
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(a) of the Act does not relieve a 
fiduciary or other party in interest with 
respect to a plan to which the ex- 
emption is applicable from certain 
other provisions of the Act, including 
any prohibited transaction provisions 
to which the exemption does not apply 
and the general fiduciary responsibility 
provisions of section 404 of the Act, 
which among other things, require a 
fiduciary to discharge his duties re- 
specting the plan solely in the interest 
of the Plan participants and benefi- 
ciaries and in a prudent fashion in 
accordance with section 404(a) (1) 
(B) of the Act; 

(2) The exemption contained herein 
does not extend to transactions pro- 
hibited under section 406(b) of the 
Act; 

(3) The exemption set forth herein, 
is supplemental to, and not in deroga- 
tion of, any other provisions of the 
Act, including statutory exemptions 
and transitional rules. Furthermore, 
the fact that a transaction is subject 
to an administrative or statutory ex- 
emption or transitional rule is not dis- 
positive of whether the transaction is 
in fact a prohibited transaction. 


Exemption. Pursuant to section 408 
(a) of the Act and in accordance with 
the procedure set forth in ERISA 
Procedure 75-1 (40 FR 18471, April 
28, 1975) and based upon the facts 
and representations contained in the 
application for exemption submitted 
by the trustees of the Plan, the public 
comment received and the additional 
representations submitted by the trust- 
ees of the Plan, the Department finds 
that it is administratively feasible, in 
the interests of the Plan and of its 
participants and beneficiaries, and pro- 
tective of the Plan, to grant, and does 
hereby grant, an exemption, effective 
this date so that the restrictions of sec- 
tions 406(a) of the Act shall not apply 
to the purchase by the Plan of approx- 
imately 609 acres of land from Atkin- 
son pursuant to the terms, conditions 
and representations set forth in the 
application. 

The availability of this exemption is 
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subject to the express conditions that 
the material facts and representations 
contained in the application are true 
and complete and that the application 
accurately describes all material terms 
of the transaction to be consummated 
pursuant to the exemption. 


Prohibited Transaction Exemption 
77-2 


DEPARTMENT OF LABOR 
Pension and Welfare Benefit Programs 


EMPLOYEE BENEFIT PLANS 


Exemption from Prohibitions Re- 
pecting a Transaction Involving the 
Iron Workers’ Apprentice Fund 


Notice is hereby given of the grant- 
ing of an exemption under the au- 
thority of section 408(a) of the Em- 
ployee Retirement Income Security 
Act of 1974 [Pub. L. 93-406, 1974-3 
C.B. 1] (the Act) relating to a pro- 
posed transaction involving the pur- 
chase by the Iron Workers’ Apprentice 
Fund (the Plan) of one acre of un- 
improved real property from the Iron 
Workers’ Local Union No. 84 (the 
Union). 

Background. On December 28, 1976, 
notice was published in the FEDERAL 
REGISTER (41 FR 56412) of the 
pendency before the Department of 
Labor (the Department) of an ex- 
emption from the restrictions of sec- 
tions 406(a) and 406(b)(2) of the 
Act for a transaction described in an 
application submitted by the Plan. 
The notice set forth a summary of the 
facts and representations contained in 
the application for exemption and re- 
ferred interested persons to the ap- 
plication on file with the Department 
in Washington, D.C. for a complete 
statement of the facts and representa- 
tions of the Plan. The notice also in- 
vited persons to submit comments on 
the requested exemption to be received 
on or before February 11, 1977 by the 
Department. In addition the notice 
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stated that any interested person might 
submit a written request that a hearing 
be held relating to the exemption. 
Such written request had to be re- 
ceived by the Department on or before 
February 11, 1977. No public com- 
ments on the pending exemption and 
no request for a hearing relating to 
the exemption were received by the 
Department. Based upon the applica- 
tion filed by the Plan, the Department 
has decided to grant the requested ex- 
emption for the transaction described 
in the application. Notice of the pen- 
dency of an exemption as published in 
the FEDERAL REGISTER was given 
to the trustees of the Plan, to each of 
the associations of employers and em- 
ployee representatives who created the 
Plan, and to all current participants in 
writing and delivered in person or by 
first class mail on December 30, 1976. 


General Information. (1) The fact 
that a transaction is the subject of an 
exemption granted under section 408 
(a) of the Act does not relieve a fidu- 
ciary or other party in interest with 
respect to a plan to which the exemp- 
tion is applicable from certain other 
provisions of the Act, including any 
prohibited transaction provisions to 
which the exemption does not apply 
and the general fiduciary responsibility 
provisions of section 404 of the Act, 
which, among other things, require a 
fiduciary to discharge his duties re- 
specting the plan solely in the interest 
of the plan participants and benefi- 
ciaries and in a prudent fashion in ac- 
cordance with section 404(a) (1) (B) 
of the Act; 

(2) The exemption contained here- 
in does not extend to transactions pro- 
hibited under sections 406(b) (1) and 
(3) of the Act; 


(3) The exemption set forth herein 
is supplemental to, and not in derogra- 
tion of, any other provisions of the 
Act, including statutory exemptions 
and transitional rules. Furthermore, 
the fact that a transaction is subject to 
an administrative or statutory exemp- 
tion or transitional rule is not disposi- 
tive of whether the transaction is in 





fact a prohibited transaction. 

Exemption. Pursuant to section 408 
(a) of the Act, and in accordance with 
the procedure set forth in ERISA Pro- 
cedure 75-1 (40 FR 18471, April 28, 
1975) and based upon the facts and 
representations contained in the appli- 
cation for exemption submitted by the 
Plan, the Department finds that it is 
administratively feasible, in the inter- 
ests of the Plan and of its participants 
and beneficiaries, and protective of the 
rights of participants and beneficiaries 
of the Plan to grant, and does hereby 
grant, an exemption effective this date, 
so that the restrictions of sections 406 
(a) and 406(b) (2) of the Act shall 
not apply to the purchase by the Plan 
of one acre of unimproved real prop- 
erty from the Union, pursuant to the 
terms, conditions and representations 
set forth in the application. 

The availability of this exemption 
is subject to the express conditions that 
the material facts and representations 
contained in the application are true 
and complete and that the application 
accurately describes all material terms 
of the transaction to be consummated 
pursuant to the exemption. 


Prohibited Transaction Exemption 
77-3 


DEPARTMENT OF LABOR 
Pension and Welfare Benefit Programs 


DEPARTMENT OF THE 
TREASURY 


Internal Revenue Service 


EMPLOYEE BENEFIT PLANS 


Class Exemption Involving Mutual 
Fund In-House Plans Requested by 
the Investment Company Institute 

On December 10, 1976, notice was 
published in the FEDERAL REGIS- 
TER (41 FR 54080) that the Depart- 
ment of Labor (the Department) and 
the Internal Revenue Service (the 
Service) had under consideration a 
proposed class exemption from the re- 
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strictions of section 406 of the Em- 
ployee Retirement Income Security 
Act of 1974 [Pub. L. 93-406, 1974-3 
C.B. 1] (the Act) and from the taxes 
imposed by section 4975(a) and (b) 
of the Internal Revenue Code (the 
Code), by reason of section 4975 
(c) (1) of the Code. The class exemp- 
tion was requested in an application 
(Application No. D-025), filed by the 
Investment Company Institute (ICI), 
a national association of the mutual 
fund industry. The class exemption 
would exempt from the prohibited 
transaction restrictions the acquisition 
and sale of shares of a registered open- 
end investment company (“mutual 
fund”) by an employee benefit plan 
which covers employees of the mu- 
tual fund or the mutual fund’s in- 
vestment adviser or principal under- 
writer, or an affiliate thereof (here- 
inafter referred to as an “in-house” 
plan). 

The exemption was proposed and in 
accordance with the procedures set 
forth in ERISA Procedure 75-1 (40 
FR 18471, April 28, 1975) and Rev. 
Proc. 75-26, 1975-1 C.B. 722, and all 
interested persons were invited to sub- 
mit comments on the proposed exemp- 
tion. 

Six comments were received, all ex- 
pressing support for the grant of the 
exemption. Two of the comments 
urged approval of the exemption as 
proposed. 

A third comment urged that the 
exemption be extended to in-house 
plans of closed-end mutual funds. 
After due consideration, this request 
was rejected because insufficient in- 
formation was provided to enable the 
Department and the Service to de- 
termine whether the conditions set 
forth in the comment would provide 
adequate safeguards for plans, their 
participants and beneficiaries, and ex- 
tending the comment period to secure 
such information would unjustifiably 
impose further delay in the granting 
of the exemption to the applicant. To 
the extent the commentator per- 
ceives the need for an exemption, the 


Department and the Service invite 
the commentator to submit an appli- 
cation for a class exemption pursuant 
to the procedures set forth in ERISA 
Procedure 75-1 and Rev. Proc. 75- 
26. 

A fourth comment urged that the 
exemption be granted but that condi- 
tion (c) of the exemption (which 
states that for transactions occurring 
more than 60 days after the grant of 
the exemption, the plan may not pay 
a sales commission) be deleted en- 
tirely, or be suspended until 60 days 
after the Securities and Exchange 
Commission clarifies the application of 
Rule 22d-1 under the Investment 
Company Act 1940 to a mutual fund 
which waives sales commission on 
sales to in-house plans as required by 
such condition (c). The commentator 
further stated that the applicant had 
received an interpretation from the 
staff of the Securities and Exchange 
Commission relating to the uniform 
offer requirements of Rule 22d-1(f) 
which would be a satisfactory resolu- 
tion, for the industry generally, of the 
problem of sales to in-house plans. 
Nevertheless, the commentator has re- 
quested that condition (c) be either 
deleted or suspended for an indefinite 
period of time for the entire class to 
accommodate its individual situation. 
Absent a showing of a genuine class 
problem, the Department and the 
Service generally will not delete or 
suspend an otherwise valid class con- 
dition to accommodate an individual 
situation. The Department and Serv- 
ice note that the commentator has 
stated that it will file with the Securi- 
ties and Exchange Commission an ap- 
plication for exemption from Rule 
22d-1 in the first week in February and 
that it has on file with the Department 
and the Service an application for an 
individual exemption. If the applicant 
fails to get the relief it seeks from the 
Securities and Exchange Commission, 
it may then pursue its request for ex- 
emption from the Department and the 
Service. 

Finally, two comments were received 
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from the applicant, noting the requests 
of the preceding two commentators 
that the exemption be extended to 
closed end investment companies and 
that condition (c) be deleted or sus- 
pended, and urging that consideration 
of those comments not delay the issu- 
ance of the exemption. 

General information. The attention 
of interested persons is directed to the 
following: 

(1) The fact that a transaction is 
the subject of an exemption granted 
under section 408(a) of the Act and 
section 4975(c) (2) of the Code does 
not relieve a fiduciary or other party 
in interest or disqualified person with 
respect to a plan to which the exemp- 
tion is applicable from certain other 
provisions of the Act and the Code, in- 
cluding any prohibited transaction 
provisions to which the exemption 
does not apply and the general fidu- 
ciary responsibility provisions of sec- 
tion 404 of the Act which, among 
other things, require a fiduciary to dis- 
charge his duties respecting the plan 
solely in the interest of the plan’s par- 
ticipants and beneficiaries and in a 
prudent fashion in accordance with 
section 404(a) (1)(B) of the Act; nor 
does it affect the requirement of sec- 
tion 401(a) of the Code that a plan 
must operate for the exclusive benefit 
of the employees of the employer 
maintaining the plan and their bene- 
ficiaries. 

(2) The class exemption is applica- 
ble to a particular transaction only if 
the transaction satisfies the conditions 
specified in the class exemption. 

(3) The exemption set forth herein 
is supplemental to, and not in deroga- 
tion of, any other provisions of the 
Act and the Code, including statutory 
exemptions and transitional rules. 
Furthermore, the fact that a transac- 
tion is subject to an administrative or 
statutory exemption is not dispositive 
of whether the transaction is in fact a 
prohibited transaction. 

(4) In accordance with section 
408(a) of the Act and section 4975 
(c) (2) of the Code, and based upon 
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the entire record, including the writ- 
ten comments submitted in response 
to the notice of December 10, 1976, 
the Department and the Service make 
the following determinations: 

(i) The class exemption set forth 
herein is administratively feasible; 

(ii) It is in the interests of plans 
and of their participants and benefi- 
’ ciaries; and 

(iii) It is protective of the rights of 
participants and beneficiaries of Plans. 

Exemption. Accordingly, the exemp- 
tion proposed in the notice of Decem- 
ber 10, 1976, 41 FR 54080 as set forth 
below is hereby granted under the au- 
thority of section 408(a) of the Act 
and section 4975(c)(2) of the Code 
and in accordance with the procedures 
set forth in ERISA Procedure 75-1 
(40 FR 18471, April 28, 1975) and 
Rev. Proc. 75-26, 1975-1 C.B. 722. 

Effective for transactions occurring 
after December 31, 1974, the restric- 
tions of sections 406 and 407(a) of the 
Act and the taxes imposed by section 
4975(a) and (b) of the Code, by rea- 
son of section 4975(c) (1) of the Code, 
shall not apply to the acquisition or 
sale of shares of an open-end invest- 
ment company registered under the 
Investment Company Act of 1940 by 
an employee benefit plan covering only 
employees of such investment com- 
pany, employees of the investment ad- 
viser or principal underwriter for such 
investment company, or employees of 
any affiliated person (as defined in sec- 
tion 2(a) (3) of the Investment Com- 
pany Act of 1940) of such investment 
adviser or principal underwriter, pro- 
vided that the following conditions are 
met (whether or not such investment 
company, investment adviser, princi- 
pal underwriter or any affiliated per- 
son thereof is a fiduciary with respect 
to the plan) : 

(a) The plan does not pay any in- 
vestment management, investment ad- 
visory or similar fee to such investment 
advisor, principal underwriter or affili- 
ated person. This condition does not 
preclude the payment of investment 
advisory fees by the investment com- 
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pany under the terms of its investment 
advisory agreement adopted in accord- 
ance with section 15 of the Investment 


Company Act of 1940. 


(b) The plan does not pay a re- 
demption fee in connection with the 
sale by the plan to the investment 
company of such shares unless (1) 
such redemption fee is paid only to 
the investment company, and (2) the 
existence of such redemption fee is 
disclosed in the investment company 
prospectus in effect both at the time 
of the acquisition of such shares and 
at the time of such sale. 


(c) In the case of transactions oc- 
curring more than 60 days after the 
granting of this exemption, the plan 
does not pay a sales commission in 
connection with such acquisition or 
sale. 


(d) All other dealings between the 
plan and the investment company, the 
investment adviser or principal under- 
writer for the investment company, or 
any affiliated person of such invest- 
ment adviser or principal underwriter, 
are on a basis no less favorable to the 
plan than such dealings are with other 
shareholders of the investment com- 


pany. 


Prohibited Transaction Exemption 
77-4 


DEPARTMENT OF LABOR 
Pension and Welfare Benefit Programs 


DEPARTMENT OF THE 
TREASURY 


Internal Revenue Service 


EMPLOYEE BENEFIT PLANS 


Class Exemption for Certain Trans- 
actions Between Investment Com- 
panies and Employee Benefit Plans 

On November 16, 1976, notice was 
published in the Federal Register (41 
FR 50516) that the Department of 
Labor (the Department) and the In- 
ternal Revenue Service (the Service) 
had under consideration a proposed 





class exemption from the restrictions 
of section 406 of the Employee Retire- 
ment Income Security Act of 1974 
[Pub. L. 93-406, 1974-3 C.B. 1] (the 
Act) and from the taxes imposed by 
section 4975(a) and (b) of the Inter- 
nal Revenue Code of 1954 (the 
Code), by reason of section 4975 
(c) (1) of the Code. The class exemp- 
tion was requested in an application 
(Application No. D-055) filed by T. 
Rowe Price Associates, Inc., Scudder, 
Stevens & Clark, Stein Roe & Farn- 
ham and Thorndike, Doran, Paine & 
Lewis, Inc., investment advisory firms, 
The class exemption would exempt 
from the prohibited transaction re- 
strictions the purchase and sale by an 
employee benefit plan of shares of a 
registered, open-end investment com- 
pany when a fiduciary with respect to 
the plan (e.g., an investment man- 
ager) is also the investment adviser 
for the investment company. The ex- 
emption was proposed in accordance 
with the procedures set forth in 
ERISA Procedures 75-1 (40 FR 
18471, April 28, 1975) and Rev. Proc. 
75-26, 1975-1 C.B. 722, and all inter- 
ested persons were invited to submit 
comments on the proposed exempticn. 

Eight comments were received with 
regard to the proposed exemption, all 
supporting the grant of the exemption. 
Three comments supported the exemp- 
tion as proposed, while one comment 


‘suggested that the exemption be ex- 


panded to cover so-called mutual fund 
“{n-house” plans. This comment was 
withdrawn after the publication of no- 
tice of the pendency of a proposed 
class exemption for mutual fund “in 
house” plans in 41 FR 54080. 

Each of the remaining comments, 
while supporting the exemption, con- 
tained one or more suggestions for 
changes in the exemption. 

One comment suggested a technical 
amendment to sections I(c) and II(c) 
of the exemption to make clear that 
payment of an investment advisory fee 
based on total plan assets, from which 
credit has been subtracted represent- 
ing the plan’s pro rata share of the in- 
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vestment advisory fees paid by the 
investment company, would not con- 
travene the ban on payment of invest- 
ment management or investment advi- 
sory fees with respect to plan assets in- 
vested in shares of the investment 
company. The comment was accepted, 
and incorporated in sections I(c) and 
II(c). In addition, a typographical 
error in section I(c) has been cor- 
rected. Another commentator sug- 
gested that the investment ‘adviser be 
allowed to charge his investment ad- 
visory fee or the fee paid for manage- 
ment of the investment company, 
whichever was higher, so long as no 
double fee was charged, on the 
grounds that the higher fee is often 
necessary for the economic servicing 
of smaller accounts. This suggestion 
was not accepted, because it would 
provide a situation with a potential for 
abuse involving economic gain for the 
fiduciary which could not be easily 
monitored. 

Three suggestions were rejected as 
unnecessary in light of existing provi- 
sions in the proposed exemption. The 
first was to amend section II(e) of 
the proposed exemption to permit the 
Board of Trustees to approve the fees 
paid to the fiduciary/investment ad- 
viser. Section II(e) provides for ap- 
proval by a second fiduciary of fees 
paid to the fiduciary/investment ad- 
viser. Inasmuch as the Board of 
Trustees is a fiduciary to the plan, if 
it meets the criteria set forth in sec- 
tion II(d) of the exemption for a sec- 
ond fiduciary independent of and un- 
related to the investment adviser, it 
may approve the fees paid. The sec- 
ond suggestion, that the investment 
adviser be allowed to invest in its 
money market fund without receipt of 
written approval by the second fidu- 
clary, provided it has notified the 
trustees both by prospectus and orally 
of its intent to do so, was not ac- 
cepted, as the methods provided for 
approval in section II(e) provide 
enough alternatives to allow flexibility 
in receipt of approval, and the method 
suggested by the commentator would 


not provide adequate documentation 
of prior approval. Another suggestion, 
to the effect that the exemption be 
clarified to state that it covers insur- 
ance company separate accounts which 
invest portions of their assets in mu- 
tual funds, the adviser to which is the 
insurance company, was not accepted 
because the exemption, as proposed, 
covers that situation. Plan assets in- 
vested in an insurance company sepa- 
rate account remain plan assets under 
section 401(b) (2) (B) of the Act. The 
fact that the insurance company need 
not hold such assets in trust under sec- 
tion 403(b) (2) of the Act, and that 
therefore the insurance company holds 
such assets in its own name and not in 
the name of the plan, does not alter 
the fact that it, as investment adviser 
to the plan, is investing plan assets in 
a mutual fund to which it is an in- 
vestment adviser. Therefore, to the 
extent it meets the conditions set forth 
in the exemption, it may cause the 
purchase or sale by such separate ac- 
count of shares of such mutual funds. 

Similarly, a suggestion that the ex- 
emption be extended to no-load, 
closed-end investment companies was 
rejected because insufficient informa- 
tion was provided ,to determine 
whether such an extension would be 
justified. 

Finally, one commentator expressed 
concern that the standard set forth in 
section II(d) as to what constitutes 
an unrelated, independent fiduciary 
for purposes of the exemption would 
be used as the definition of what con- 
stitutes an “affiliate” of a bank for 
purposes of section 408(b) (8) of the 
Act and section 4975(d) (8) of the 
Code. Concern was also expressed as 
to how the standard would operate in 
situations involving common directors 
and officers. The first concern is un- 
warranted, as section II(d) clearly 
states that the definition set forth is 
“for purposes of this exemption.” With 
respect to the other concern, section 
II(d) (3) has been amended to make 
clear that an officer, director, partner 
or employee or relative of a fiduciary/ 
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investment adviser, or an affiliate 
thereof, could be a director of the sec- 
ond fiduciary without thereby auto- 
matically disqualifying the second 
fiduciary as being independent of and 
unrelated to the fiduciary /investment 
adviser. However, in that case the di- 
rector must abstain from any partici- 
pation in the selection of the invest- 
ment adviser or the approval of any 
purchases or sales between the plan 
and the investment company, or the 
approval of any change of fees charged 
to or paid by the plan. 

General information. The attention 
of interested persons is directed to the 
following: 

(1) The fact that a transaction is 
the subject of an exemption granted 
under section 408(a) of the Act and 
section 4975(c) (2) of the Code does 
not relieve a fiduciary or other party 
in interest or disqualified person with 
respect to a plan to which the exemp- 
tion is applicable from certain other 
provisions of the Act and the Code, 
including any prohibited transaction 
provisions to which the exemption does 
not apply and the general fiduciary 
responsibility provisions of section 404 
of the Act which, among other things, 
require a fiduciary to discharge his 
duties respecting the plan solely in the 
interest of the plan’s participants and 
beneficiaries and in a prudent fashion 
in accordance with section 404(a) (1) 
(B) of the Act; nor does it affect the 
requirement of section 401(a) of the 
Code that a plan must operate for the 
exclusive benefit of the employees of 
the employer maintaining the plan and 
their beneficiaries. 

(2) The exemption set forth herein 
is supplemental to, and not in deroga- 
tion of, any other provisions of the 
Act and the Code, including statutory 
exemptions and transitional rules. Fur- 
thermore, the fact that a transaction 
is subject to an administrative or stat- 
utory exemption is not dispositive of 
whether the transaction is in fact a 
prohibited transaction. 

(3) The class exemption is applica- 
ble to a particular transaction only if 
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the transaction satisfies the conditions 
specified in the class exemption. 

(4) In accordance with section 408 
(a) of the Act and section 4975(c) (2) 
of the Code, and based upon the en- 
tire record, including the written com- 
ments submitted in response to the no- 
tice of November 16, 1976, the De- 
partment and the Service make the 
following determinations: 

(i) The class exemption set forth 
herein is administratively feasible; 

(ii) It is in the interests of plans 
and of their participants and benefi- 
ciaries; and 

(iii) It is protective of the rights of 
participants and beneficiaries of plans. 

Exemption. Accordingly, the follow- 
ing exemption is hereby granted under 
the authority of section 408(a) of the 
Act and section 4975(c) (2) of the 
Code and in accordance with the pro- 
cedures set forth in ERISA Procedure 
75-1 (40 FR 18471, April 28, 1975) 
and Rev. Proc. 75-26, 1975-1 C.B. 
722: 

Section I—Retroactive. Effective 
January 1, 1975 until 90 days after 
the date of granting of this exemption, 
the restrictions of section 406 of the 
Act and the taxes imposed by section 
4975(a) and (b) of the Code, by rea- 
son of section 4975(c) (1) of the Code, 
shall not apply to the purchase or sale 
by an employee benefit plan of shares 
of an open-end investment company 
registered under the Investment Com- 
pany Act of 1940, the investment ad- 
viser for which is also a fiduciary with 
respect to the plan (or an affiliate of 
such fiduciary) and is not an employer 
of employees covered by the plan, pro- 
vided that the following conditions are 
met: 

(a) The plan does not pay a sales 
commission in connection with such 
purchase or sale. 

(b) The plan does not pay a re- 
demption fee in connection with the 
sale by the plan to the investment 
company of such shares, unless (1) 
such redemption fee is paid only to 
the investment company, and (2) the 
existence of such redemption fee is 
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disclosed in the investment company 
prospectus in effect both at the time 
of the purchase of such shares and at 
the time of such sale. 

(c) The plan does not pay an in- 
vestment management, investment ad- 
visory or similar fee with respect to 
the plan assets invested in such shares 
for the entire period of such invest- 
ment. This condition does not pre- 
clude (1) the payment of investment 
advisory fees by the investment com- 
pany under the terms of its investment 
advisory agreement adopted in accord- 
ance with section 15 of the Investment 
Company Act of 1940, (2) the pay- 
ment of an investment advisory fee by 
the plan based on total plan assets 
from which a credit has been sub- 
tracted representing the plan’s pro 
rata share of investment advisory fees 
paid by the investment company, or 
(3) the purchase by the plan of shares 
of the investment company during any 
fee period for which the plan prepaid 
its investment management, invest- 
ment advisory or similar fee, regard- 
less of whether any part of such pre- 
paid fee is returned to the plan, pro- 
vided that no investment management, 
investment advisory or similar fee was 
or is paid by the plan for any subse- 
quent fee period during any part of 
which such investment in shares of the 
investment company was or is retained 
by the plan. 

Section IIl—Prospective. Effective 
90 days after the date of granting of 
this exemption, the restrictions of sec- 
tion 406 of the Act and the taxes im- 
posed by section 4975(a) and (b) of 
the Code, by reason of section 4975 
(c) (1) of the Code, shall not apply to 
the purchase or sale by an employee 
benefit plan of shares of an open-end 
investment company registered under 
the Investment Company Act of 1940, 
the investment adviser for which is 
also a fiduciary with respect to the 
plan (or an affiliate of such fiduciary) 
and is not an employer of employees 
covered by the plan (hereinafter re- 
ferred to as “fiduciary/investment ad- 
viser”), provided that the following 





conditions are met: 

(a) The plan does not pay a sales 
commission in connection with such 
purchase or sale. 

(b) The plan does not pay a re- 
demption fee in connection with the 
sale by the plan to the investment 
company of such shares unless (1) 
such redemption fee is paid only to 
the investment company, and (2) the 
existence of such redemption fee is 
disclosed in the investment company 
prospectus in effect both at the time 
of the purchase of such shares and at 
the time of such sale. 

(c) The plan does not pay an in- 
vestment management, investment ad- 
visory or similar fee with respect to 
the plan assets invested in such shares 
for the entire period of such invest- 
ment. This condition does not preclude 
the payment of investment advisory 
fees by the investment company under 
the terms of its investment advisory 
agreement adopted in accordance with 
section 15 of the Investment Company 
Act of 1940. This condition also does 
not preclude payment of an investment 
advisory fee by the plan based on total 
plan assets from which a credit has 
been subtracted representing the plan’s 
pro rata share of investment advisory 
fees paid by the investment company. 
If, during any fee period for which 
the plan has prepaid its investment 
management, investment advisory or 
similar fee, the plan purchases shares 
of the investment company, the re- 
quirement of this paragraph (c) shall 
be deemed met with respect to such 
prepaid fee if by a method reasonably 
designed to accomplish the same, the 
amount of the prepaid fee that consti- 
tutes the fee with respect to the plan 
assets invested in the investment com- 
pany shares (1) is anticipated and 
subtracted from the prepaid fee at the 
time of payment of such fee, (2) is 
returned to the plan no later than dur- 
ing the immediately following fee pe- 
riod, or (3) is offset against the pre- 
paid fee for the immediately following 
fee period or for the fee period imme- 
diately following thereafter. For pur- 
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poses of this paragraph, a fee shall be 
deemed to be prepaid for any fee pe- 
riod if the amount of such fee is calcu- 
lated as of a date not later than the 
first day of such period. 

(d) A second fiduciary with respect 
to the plan, who is independent of 
and unrelated to the fiduciary /invest- 
ment adviser or any affiliate thereof, 
receives a current prospectus issued by 
the investment company, and full and 
detailed written disclosure of the in- 
vestment advisory and other fees 
charged to or paid by the plan and the 
investment company, including the 
nature and extent of any differential 
between the rates of such fees, the rea- 
sons why the fiduciary /investment ad- 
viser may consider such purchases to 
be appropriate for the plan, and 
whether there are any limitations on 
the fiduciary/investment adviser with 
respect to which plan assets may be 
invested in shares of the investment 
company and, if so, the nature of such 
limitations. For purposes of this ex- 
emption, such second fiduciary will not 
be deemed to be independent of and 
unrelated to the fiduciary/investment 
adviser or any affiliate thereof if: 


(1) Such second fiduciary directly 
or indirectly contreis, is controlled by, 
or is under common control with the 
fiduciary/investment adviser or any 
affiliate thereof: 

(2) Such second fiduciary, or any 
officer, director, partner, employee or 
relative of such second fiduciary is an 
officer, director, partner, employee or 
relative of such fiduciary/investment 
adviser or any affiliate thereof; or 

(3) Such second fiduciary directly 
or indirectly receives any compensa- 
tion or other consideration for his or 
her own personal account in connec- 
tion with any transaction described in 
this exemption. 


If an officer, director, partner, em- 
ployer or relative of such fiduciary /in- 
vestment adviser or any affiliate there- 
of is a director of such second fiduci- 
ary, and if he or she abstains from 
participation in (i) the choice of the 


plan’s investment adviser, (ii) the ap- 
proval of any such purchase or sale 
between the plan and the investment 
company and (iii) the approval of any 
change of fees charged to or paid by 
the plan, then paragraph (d) (2) of 
this section shall not apply. 

For purposes of this exemption, the 
term “control” means the power to ex- 
ercise a controlling influence over the 
management or policies of a person 
other than an individual, and the term 
“relative” means a “relative” as that 
term is defined in section 3(15) of the 
Act (or a “member of the family” as 
that term is defined in section 4975 
(e) (6) of the Code), or a brother, a 
sister, or a spouse of a brother or a 
sister. 

(e) On the basis of the prospectus 
and disclosure referred to in para- 
graph (d), the second fiduciary re- 
ferred to in paragraph (d) approves 
such purchases and sales consistent 
with the responsibilities, obligations, 
and duties imposed on fiduciaries by 
Part 4 of Title I of the Act. Such ap- 
proval may be limited solely to the in- 
vestment advisory and other fees paid 
by the mutual fund in relation to the 
fees paid by the plan and need not re- 
late to any other aspects of such in- 
vestments. In addition, such approval 
must be either (1) set forth in the 
plan documents or in the investment 
management agreement between the 
plan and the fiduciary/investment ad- 
viser, (2) indicated in writing prior 
to each purchase or sale, or (3) indi- 
cated in writing prior to the com- 
mencement of a specified purchase or 
sale program in the shares of such in- 
vestment company. 

(f) The second fiduciary referred 
to in paragraph (d), or any successor 
thereto, is notified of any change in 
any of the rates of fees referred to in 
paragraph (d) and approves in writ- 
ing the continuation of such purchases 
or sales and the continued holding of 
any investment company shares ac- 
quired by the plan prior to such 
change and still held by the plan. Such 
approval may be limited solely to the 
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investment advisory and other fees 
paid by the mutual fund in relation to 
the fees paid by the plan and need not 
relate to any other aspects of such in- 
vestment. 


Prohibited Transaction Exemption 
77-5 


DEPARTMENT OF 
THE TREASURY 


Internal Revenue Service 
DEPARTMENT OF LABOR 
Pension and Welfare Benefit Programs 


EMPLOYEE BENEFIT PLANS 


Exemption Relating to a 
Transaction Involving 
North Penn Employees’ Savings Plan 
(Application No. D-150) 
and the 
Penco Savings and Profit Sharing Plan 
(Application No. D-381) 


Notice is hereby given of the grant- 
ing of an exemption under the au- 
thority of section 4975(c)(2) of the 
Internal Revenue Code of 1954 (the 
Code) and section 408(a) of the Em- 
ployee Retirement Income Security 
Act of 1974 (the Act) [Pub. L. 93- 
406, 1974-3 C.B.] relating to the ex- 
change of certain assets between a dis- 
qualified person and party in interest 
and the North Penn Employees’ Sav- 
ings Plan (North Penn Plan) and the 
Penco Savings and Profit Sharing Plan 
(Penco Plan). 


Background. On December 21, 
1976, notice was published in the 
FEDERAL REGISTER (41 FR 
55664) of the pendency of an exemp- 
tion from the taxes imposed by section 
4975(a) and (b) of the Code by 
reason of section 4975(c) (1) (A) 
through (E) of the Code and from 
the restrictions of sections 406(a), 
406(b)(1) and (2), and 407(a) of 
the Act. The pending exemption was 
requested in applications filed by the 
trustee of the North Penn Plan and 
the trustees of the Penco Plan. The 
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notice set forth a summary of the facts 
and representations contained in the 
applications and referred interested 
persons to the applications for a com- 
plete statement of the facts and repre- 
sentations. The notice also invited in- 
terested persons to submit comments 
on the requested exemption to the 
Internal Revenue Service (the Serv- 
ice). In addition, the notice stated 
that any interested person might sub- 
mit a written request that a hearing be 
held relating to the exemption. 

The applications have been avail- 
able for public inspection at the Serv- 
ice and at the Department of Labor 
(the Department) in Washington. No 
public comments have been received, 
nor have any requests for a public 
hearing. Based upon the applications, 
the Service and the Department have 
decided to grant the requested exemp- 
tion for the transaction described in 
such applications. 

The Administrative Committees of 
the North Penn Plan and the Penco 
Plan sent letters by first class mail on 
December 30, 1976, to all Plan par- 
ticipants to be affected by the trans- 
action, informing them of the pending 
applications before the Service and 
the Department. The letters included 
copies of the notice of pendency as 
published in the FEDERAL REGIS- 
TER, and the recipients of the letters 
were informed of their right to com- 
ment on the pending exemption. 

General Information. 1. The fact 
that a transaction is the subject of an 
exemption granted under section 4975 
(c)(2) of the Code and section 408 
(a) of the Act does not relieve a 
fiduciary or other party in interest or 
disqualified person with respect to a 
plan to which the exemption is ap- 
plicable from certain other provisions 
of the Code and the Act, including 
any prohibited transaction provisions 
to which the exemption does not apply 
and the general fiduciary responsibility 
provisions of section 404 of the Act 
which, among other things, require a 
fiduciary to discharge his duties re- 
specting the plan solely in the interest 


of the plan’s participants and bene- 
ficiaries and in a prudent fashion in 
accordance with subsection (a) (1) 
(B) of section 404 of the Act; nor 
does it affect the requirement of sec- 
tion 401(a) of the Code that a plan 
must operate for the exclusive benefit 
of the employees of the employer 
maintaining the plan and their bene- 
ficiaries ; 

2. The exemption contained herein 
does not extend to transactions pro- 
hibited under section 4975(c) (1) (F) 
of the Code or section 406(b) (3) of 
the Act; and 

3. This exemption is supplemental 
to, and not in derogation of, any other 
provisions of the Code and the Act, 
including statutory or administrative 
exemptions and _ transitional rules. 
Further, the fact that a transaction is 
the subject of an exemption is not 
dispositive of whether the transaction 
would have been a prohibited trans- 
action in the absence of such exemp- 
tion or, though it would have been 
a prohibited transaction, is exempt by 
operation of a statutory or adminis- 
trative exemption or a transitional 
rule. 

Exemption. Pursuant to section 
4975(c) (2) of the Code and section 
408(a) of the Act and the procedures 
set forth in Rev. Proc. 75-26, 1975-1 
C.B. 722 and ERISA Procedure 75-1 
(40 FR 18471, April 28, 1975), and 
based upon the facts and representa- 
tions contained in the applications for 
exemption submitted by the applicants, 
the Service and the Department find 
that it is administratively feasible, in 
the interests of the Plans and of their 
participants and beneficiaries, and pro- 
tective of the rights of participants and 
beneficiaries of the Plans to grant, and 
hereby grant, an exemption effective 
this date so that the taxes imposed by 
section 4975(a) and (b) of the Code 
by reason of section 4975(c) (1) (A) 
through (E) of the Code and the re- 
strictions of section 406(a) , 406(b) (1) 
and (2), and 407(a) of the Act shall 
not apply to the exchange by the 
North Penn and Penco Plans of North 





Penn stock for cash and notes of Penn 
Fuel System, pursuant to the terms, 
conditions and _ representations _ set 
forth in the applications. 

The availability of this exemption is 
subject to the express conditions that 
the material facts and representations 
contained in the applications are true 
and complete, and that the applica- 
tions accurately describe all material 
terms of the transaction when con- 
summated pursuant to the exemption. 





Subtitle F.—Procedure and Administration 
Chapter 61.—Information and Returns 
Subchapter A.—Returns and Records 

Part Il._—Tax Returns or Statements 
Subpart D.—Miscellaneous Provisions 





Section 6020.—Returns Prepared 
for or Executed by Secretary 


26 CFR 301.6020-1: Returns prepared or 
executed by district directors or other in- 
ternal revenue officers. 


Responsibility for conducting confer- 
ences transferred from the district Audit 
Division to the district Collection Division 
or the district Collection and Taxpayer 
Service Division where unemployment tax 
returns are prepared in unagreed cases and 
procedure established for processing these 
cases in the Collection Division. See Rev. 
Proc. 77-13, page 570. 





Part Ill.—Information Returns 
Subpart A.—Information Concerning Persons 
Subject to Special Provisions 





Section 6033.—Returns by Exempt 
Organizations 


26 CFR 1.6033-2: Returns by exempt orga- 
nizations; taxable years beginning after 
December 31, 1969. 


T.D. 7454 


TITLE 26.—INTERNAL REVE- 
NUE.— CHAPTER I, SUBCHAP- 
TER A, PART 1.—INCOME 
TAX; TAXABLE YEARS BEGIN- 
NING AFTER DECEMBER 31, 
1953 


Integrated auxiliary of a church 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
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To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


By a notice of proposed rule making 
appearing in the Federal Register for 
Wednesday, February 11, 1976 (41 
F.R. 6073) amendments to the Income 
Tax Regulations. (26 CFR Part 1) 
under section 6033 of the Internal 
Revenue Code of 1954 were proposed 
in order to provide a definition of the 
term “integrated auxiliary of a 
church”. After consideration of all 
such relevant matter as was presented 
by interested persons regarding the 
rules proposed, certain changes were 
made, and the proposed amendments 
of the regulations subject to the changes 
indicated below, are adopted by this 
document. 

The proposed regulations required 
that, in order to be qualified as an 
integrated auxiliary, an organization’s 
primary purpose must be to carry out 
the tenets, functions and principles of 
faith of the organization and the or- 
ganization’s activities must directly pro- 
mote religious activity among the mem- 
bers of the church. The requirements 
of the proposed regulations will not be 
applied. Instead, under the new rules, 
an organization affiliated with a church 
will be considered an integrated auxil- 
lary if the principal activity of the or- 
ganization is exclusively religious; that 
is, if it applied for exemption on its 
own, it would qualify for exemption as 
a religious organization. 

The final regulations also excuse 
educational organizations below college 
level that are associated with a church 
from the filing requirements under sec- 
tion 6033 under the discretionary pow- 
er granted in that section to the Secre- 
tary. However, educational organiza- 
tions which lose their exempt status 
are not excused by these regulations, 
and are required to file tax returns as 
taxable entities. 

On April 27, 1976, a notice was pub- 
lished in the Federal Register (41 F.R. 
17546) which exempted subordinate 


organizations of a church (other than 
a private foundation) covered by a 
group exemption letter issued to a 
church central or parent organization 
from filing a Form 990 for taxable year 
1975. Now that the regulations defin- 
ing integrated auxiliaries are finalized, 
such subordinate organizations will be 
required to file Form 990 for taxable 
years beginning after December 31, 
1975, unless they are a church, a con- 
vention or association of churches, or 
an integrated auxiliary of a church, or 
otherwise excepted from such require- 
ment. 


Adoption of amendments to the regu- 
lations 

After consideration of all relevant 
matter as was presented by interested 
persons regarding the rules proposed, 
the amendment of the Income Tax 
Regulations (26 CFR Part 1) is here- 
by adopted as set forth below. 

Paragraph (g) of §1.6033-2 is 
amended by revising paragraph (g) 
(1) (i), deleting the word “or” in para- 
graph (g) (1) (v), deleting the period 
and adding in its place a semi-colon 
and then the word “or” at the end of 
paragraph (g)(1) (vi), adding para- 
graph (g) (1) (vii), redesignating para- 
graph (g)(5) as paragraph (g) (6), 
and adding new paragraph (g) (5). 
The added and revised paragraphs to 
read as follows: 


§ 1.6033-2 Returns by exempt orga- 
nizations; taxable years beginning 
after December 31, 1969. 


* * * * * 


(g) Organizations not required to 
file annual returns. (1) *** 

(i) A church, an interchurch orga- 
nization of local units of a church, a 
convention or association of churches, 
or an integrated auxiliary of a church; 

x * * * * 

(vii) An educational organization 
(below college level) which is described 
in section 170(b)(1)(A) (ii), which 
has a program of a general academic 
nature, and which is affiliated (within 
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the meaning of paragraph (g) (5) (iii) 
of this section) with a church or oper- 
ated by a religious order. 


* * * * * 


(5) (i) For purposes of this title, the 
term “integrated auxiliary of a church” 
means an organization— 

(a) Which is exempt from taxation 
as an organization described in section 
(501) (c) (3) ; 

(b) Which is affiliated (within the 
meaning of paragraph (g) (5) (iii) of 
this section) with a church; and 

(c) Whose principal activity is ex- 
clusively religious. 

(ii) An organization’s principal ac- 
tivity will not be considered to be ex- 
clusively religious if that activity is 
educational, literary, charitable, or of 
another nature (other than religious) 
that would serve as a basis for exemp- 
tion under section 501(c) (3). 

(iii) For purposes of paragraph (g) 
(5) of this section, the term “affiliated” 
means either controlled by or associ- 
ated with a church or with a conven- 
tion or association of churches. For 
example, an organization, a majority of 
whose officers or directors are ap- 
pointed by a church’s governing board 
or by officials of a church, is controlled 
by a church within the meaning of this 
paragraph. An organization is associ- 
ated with a church or with a conven- 
tion or association of churches if it 
shares common religious bonds and 
convictions with that church or con- 
vention or association of churches. 

(iv) Organizations which are inte- 
grated auxiliaries include a men’s or 
women’s organization, a_ religious 
school (such as a seminary), a mission 
society, or a youth group. The types of 
organizations which are not integrated 
auxiliaries may be illustrated by the 
following examples: 


Example (1). Hospital A is a nonprofit 
corporation exempt from Federal income 
tax as an organization described in section 
501(c) (3). Hospital A is affiliated (within 
the meaning of paragraph (g) (5) (iii) of 
§ 1.6033-2) with a church which is also 
exempt as an organization described in 
section 501(c)(3). The hospital provides 
medical care for the community in which 
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it is located, and the provision of such 
medical care is its principal activity. Since 
this activity could serve as the basis for 
Hospital A’s exemption under section 501 
(c)(3) if it were not affiliated with a 
church, A is not an integrated auxiliary of 
a church within the meaning of paragraph 
(g) (5) of § 1.6033-2. 

Example (2). School B, an elementary 
grade school exempt from Federal income 
tax as an organization described in section 
501 (c) (3), is affiliated (within the mean- 
ing of paragraph (g) (5) (iii) of § 1.6033- 
2) with a church which is also exempt 
from Federal income tax as an organization 
described in section 501(c)(3). School B 
has a separate legal identity from that of 
the church. The school property, including 
building and grounds, is owned by the 
church. The school’s supervisory and man- 
agerial personnel are appointed by church 
officials. The school’s budget is prepared 
subject to approval by a church official 
responsible for the overall supervision of 
the school. The school’s program corre- 
sponds with the public school program for 
the same grades and complies with State 
law requirements for public education. 
The principal activity of school B is edu- 
cation. Since this activity could serve as 
the basis for School B’s exemption under 
section 501(c) (3) if it were not affiliated 
with a church, B is not an integrated 
auxiliary of a church within the meaning 
of paragraph (g)(5) of § 1.6033-2. How- 
- ever, since School B is excluded from filing 

under § 1.6033-2(g)(1) (vii), it is not 
required to file an annual information 
return. 

Example (3). Orphanage C, exempt 
from Federal income tax as an organiza- 
tion described in section 501(c)(3), is a 
nonprofit corporation organized and oper- 
ated as an orphanage. It is affiliated (with- 
in the meaning of paragraph (g) (5) (iii) 
of § 1.6033-2) with a church which is 
also exempt as an organization described 
in section 501(c)(3). The orphanage is 
dedicated to the service of the entire com- 
munity in which it is located. The prin- 
cipal activity of the orphanage is to pro- 
vide children with housing, medical care, 
guidance, and similar services and facilities 
on a non-sectarian basis. Since this activity 
could serve as the basis for Orphanage C’s 
exemption under section 501(c)(3) if it 
were not affiliated with a church, Orphan- 
age C is not an integrated auxiliary of a 
church within the meaning of paragraph 
(g)(5) of § 1.6033-2. 

Example (4). Organization D, exempt 
from Federal income tax as an organiza- 
tion described in section 501(c) (3) of the 
Code, is a trust operating an old age 
home. It is affiliated (within the meaning 
of paragraph (g) (5) (iii) of § 1.6033-2) 
with a church which is also exempt from 
income tax as an organization described in 
section 501(c)(3). The homes provides 
services exclusively to the elderly mem- 
bers of the church’s denomination. The 
principal activity of the home is to provide 
the residents with housing, limited nursing 
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care, and similar services and facilities. 
Since this activity could serve as the basis 
for Organization D’s exemption under 
section 501(c)(3) if it were not affiliated 
with a church, D is not an integrated aux- 
iliary of a church within the meaning of 
paragraph (g)(5) of § 1.6033-2. 

Example (5). University E is a nonprofit 
corporation exempt from Federal income 
tax as an organization described in section 
501(c)(3) of the Code. It is affiliated 
(within the meaning of paragraph (g) (5) 
(iii) of § 1.6033-2) with a church which 
is also exempt from income tax as an 
organization described in section 501(c) 
(3). The university provides a program 
of general academic studies on the under- 
graduate level and graduate education in 
the arts, humanities, and sciences. Al- 
though it offers courses in religion, it does 
not provide religious training in the sense 
that a seminary offers such training. The 
principal activity of the university is to 
provide college and graduate level edu- 
cation of a general academic nature. Since 
this activity could serve as the basis for 
University E’s exemption under section 
501(c)(3) if it were not affiliated with a 
church, E is not an integrated auxiliary of 
a church within the meaning of paragraph 
(g)(5) of this section. In addition, be- 
cause E is a college level institution, para- 
graph (g)(1) (vii) of this section does 
not apply and E is required to file a re- 
turn under section 6033. 

Example (6). Orphanage F performs 
functions similar to those of Orphanage C 
described in example (3). However, Or- 
phanage F does not have a legal identity 
separate from that of the church. Thus 
Orphanage F is not itself exempt from 
tax as an organization described in section 
501(c) (3), and is not an integrated auxil- 
iary of a church. The exception from filing 
a return under section 6033 accorded to 
the church of which Orphanage F is a part 
also applies to Orphanage F itself. Accord- 
ingly, Orphanage F is not required to file 
a return under section 6033. 


* * * * * 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved December 27, 1976. 


WiLuiaM M. GoLpsTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Regis- 
ter on December 29, 1976; 4:54 p.m., 





and published in the issue of the Federal 
Register for January 4, 1977, 42 FR. 
767) 


26 CFR 1.6033-2: Returns by exempt or- 
ganizations; taxable years beginning after 
December 31, 1969. 


Whether an exempt organization’s filing 
of an incomplete return is a failure to file. 
See Rev. Rul. 77-162, page 400. 





Subpart B.—Information Concerning 
Transactions with Other Persons 





Section 6041.—Information at 
Source 


26 CFR 1.6041-3: Payments for which no 
return of information is required under 
section 6041. 

Information returns; bank col- 
lecting mortgage payments. Com- 
mercial banks and savings and 
loan associations that collect 
monthly payments from mortgagors 
pursuant to second deeds of trust 
and either pay the collected 
amounts to the mortgagees or 
credit the payments to their ac- 
counts are not required by section 
6041(a) of the Code to file informa- 
tion returns reporting such pay- 
ments or credits. 


Rev. Rul. 77-53 


Advice has been requested as to the 
reporting requirements under section 
6041(a) of the Internal Revenue 
Code of 1954 when commercial banks 
and savings and loan associations col- 
lect monthly payments from mortga- 
gors pursuant to second deeds of trust, 
and either pay the collected amounts 
to the mortgagees or credit the pay- 
ments to the mortgagees’ accounts. 

Customers of banks and savings and 
loan associations become mortgagees 
by obtaining second deeds of trust, 
either through the customers’ efforts or 
through a mortgage broker. The cus- 
tomers request that the banks collect 
the monthly payments from the mort- 
gagors and either pay the collected 
amounts to the customers or credit 
them to the customers’ accounts, Some 
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of the banks charge a fee for such col- 
lection service, while others do not. 
Also, some of the banks compute the 
amount of interest the customers re- 
ceive with respect to the second deeds 
of trust, while others do not. However, 
if the mortgagors should become de- 
linquent, none of the banks will take 
any legal action to force the mortga- 
gors to make payments. 

Section 6041(a) of the Code pro- 
vides, in part, that an information re- 
turn shall be filed by all persons en- 
gaged in a trade or business who make 
a payment of $600 or more in any 
taxable year in the course of such trade 
or business to another person of fixed 
or determinable gains, profits and in- 
come. 

Section 1.6041-3(q) of the Income 
Tax Regulations provides that returns 
of information are not required un- 
der section 6041 of the Code and 
sections 1.6041-1 and 1.6041-2 of the 
regulations with respect to payments 
made to principals by persons carrying 
on the banking business, and by per- 
sons that are mutual savings banks, 
cooperative banks, building and loan 
associations, homestead associations, 
credit unions, or similar organizations 
chartered and supervised by Federal 
or State law, of funds collected when 
acting in the capacity of collection 
agents. However, the second sentence 
of section 1.6041-3(q) states that this 
exception does not apply to collection 
of items on a regular and continuing 
basis under a so-called escrow, trust, 
custody, or investment advisory agree- 
ment. 

While the banks in the instant case 
collect the payments from the mortga- 
gors on a regular and continuing basis, 
their functions are limited to the re- 
ceipt of payments on behalf of the 
customers and either crediting those 
amounts to the customers’ accounts or 
remitting the amounts directly to the 
customers. The second sentence of sec- 
tion 1.6041-3(q) requires reporting 
only where the institution assumes a 
management function or retains the 
collected funds under an arrangement 


other than the customary depositor re- 
lationship. 

Accordingly, the banks in the instant 
case are within the exception from 
reporting contained in section 1.6041- 
3(q) of the regulations. Therefore, 
they are not required by section 6041 
(a) of the Code to file information re- 
turns for the payments they receive 
from the mortgagors that they either 
pay to mortgagee-customers or credit 
to the customers’ accounts. 


26 CFR 7.6041-1: Return of information 
as to payments of winnings from bingo, 
keno, and slot machines. 


T.D. 7457 


TITLE 26.—INTERNAL REVE- 
NUE. — CHAPTER I. — SUB- 
CHAPTER A, PART 7.—TEM- 
PORARY INCOME TAX REGU- 
LATIONS UNDER THE TAX 
REFORM ACT OF 1976 


Temporary regulations relating to 
information reporting requirements on 
certain winnings from bingo, keno, 
and slot machines 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
income tax regulations (26 CFR Part 
7) under section 6041 of the Internal 
Revenue Code of 1954 pursuant to 
section 1207(d) of the Tax Reform 
Act of 1976 (Pub. L. 94-455, 90 Stat. 
1705) in order to provide rules with 
respect to information reporting re- 
quirements on certain winnings from 
bingo, keno, and slot machines. 

Section 6041 of the Code provides, 
in general, that all persons engaged 
in a trade or business and making a 
payment in the course of such trade or 
business of $600 or more to another 
person must file an information re- 
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turn with respect to that payment 
under such regulations and in such 
form and manner and to such extent 
as the Secretary prescribes. Winnings 
from gambling are subject to this gen- 
eral rule of section 6041 and the 
existing regulations thereunder. 

Section 7.6041-1 provides specific 
rules for reporting winnings from 
bingo, keno, and slot machines. Ef- 
fective February 1, 1977, every person 
engaged in a trade or business and 
making any payment of winnings of 
$600 or more from a bingo or keno 
game or a slot machine play is re- 
quired to make an information return 
with respect to that payment. The 
regulation makes no exception to this 
requirement based on betting odds. 
Further, the regulation provides that 
in determining whether winnings 
equal or exceed $600 the following 
rules apply: (1) The amount of win- 
nings shall not be reduced by the 
amount wagered; (2) winnings in- 
clude the fair market value of a pay- 
ment in any medium other than cash; 
(3) all winnings of the winner from 
one bingo or keno game must be ag- 
gregated; and (4) winnings and 
losses from any other wagering trans- 
action by the winner shall not be 
taken into account. 

A new Form W-2G is prescribed for 
use in reporting winnings from bingo, 
keno, and slot machines. The form 
shows the name, address, and social 
security or employer identification 
number of the payor and the winner 
and contains a general description of 
two types of identification furnished 
for verification of the winner’s name, 
address, and social security number. 
In addition, the form contains the 
date and amount of the payment and 
certain other information depending 
upon the type of wagering transaction 
with respect to which the payment is 
made. 


Adoption of amendment to the 
regulations 


In order to prescribe temporary 
income tax regulations relating to in- 
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formation reporting requirements on 
certain winnings from bingo, keno, 
and slot machines under section 6041 
of the Internal Revenue Code of 1954, 
pursuant to section 1207(d) of the 
Tax Reform Act of 1976 (Pub. L. 94- 
455, 90 Stat. 1705), the following 
temporary regulations are hereby 
adopted and added to Part 7 of Title 
_ 26 of the Code of Federal Regula- 


tions: 


§ 7.6041-1 Return of information as 
to payments of winnings from 
bingo, keno, and slot machines. 

(a) In general. On or after Febru- 
ary 1, 1977, every person engaged in 
a trade or business and making any 
payment in the course of such trade 
or business of winnings of $600 or 
more (including winnings which are 
exempt from withholding under sec- 
tion 3402(q)(5)) from a bingo or 
keno game or a slot machine play shall 
make an information return with re- 
spect to such payment. 

(b) Special rules. For purposes of 
paragraph (a) of this section, in de- 
termining whether such winnings 
equal or exceed $600— 


(1) The amount of winnings shall 
not be reduced by the amount wag- 
ered; 


(2) Winnings shall include the fair 
market value of a payment in any 
medium other than cash; 


(3) All winnings by the winner 
from one bingo or keno game shall 
be aggregated; and 

(4) Winnings and losses from any 
other wagering transaction by the 
winner shall not be taken into ac- 
count. 


(c) Prescribed form. The return 
required by paragraph (a) of this 
section shall be made on Form W-2G 
and shall be filed with the Internal 
Revenue Service Center serving the 
district in which is located the prin- 
cipal place of business of the person 
making the return on or before Febru- 
ary 28 of the calendar year following 
the calendar year in which the pay- 
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ment of winnings is made. Each Form 
W-2G shall contain the following: 
(1) Name, address, and employer 
identification number of the person 
making the payment; 
(2) Name, address, and _ social 
security number of the winner; 


(3) General description of two 
types of identification (e.g., “driver's 
license”, “social security card”, or 
“voter registration card”) furnished 
to the maker of the payment for 
verification of the winner’s name, ad- 
dress, and social security number; 

(4) Date and amount of the pay- 
ment; and 


(5) Type of wagering transaction. 
In addition, in the case of a bingo or 
keno game, Form W-2G shall show 
any number, color, or other designa- 
tion assigned to the game with respect 
to which the payment is made. In the 
case of a slot machine play, Form 
W-2G shall show the identification 
number of the slot machine. 


Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of Title 5 of the United States Code or 
subject to the effective date limitation 
of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805).) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 3, 1977. 


CuarLtes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 4, 1977, 4:53 p.m., and pub- 
lished in the issue of the Federal Register 
for January 7, 1977, 42 F.R. 1471) 


Section 6042.—Returns Regarding 
Payments of Dividends and 
Corporate Earnings and Profits 


26 CFR 1.6042-2: Returns of information 
pees dividends paid in calendar years after 


Information returns; dividends 
combined. A bank, acting as divi- 
dend disbursing agent for a corpo- 
ration and also administering a 
dividend reinvestment program for 
shareholders, may file a single in- 
formation return to report on a sin- 
gle account, those dividends some 
of which were paid by the bank di- 
rectly to the shareholders and some 
of which were reinvested in the 
shareholder’s account. 


Rev. Rul. 77-26 


Advice has been requested whether, 
under the circumstances described be- 
low, a bank that acts as a corpora- 
tion’s dividend disbursing agent may 
file a single information return, Form 
1099-DIV, Statement for Recipients 
of Dividends and Distributions, to re- 
port those dividends on a single ac- 
count some of which are paid by the 
bank directly to a shareholder of the 
corporation and some of which are 
reinvested in the shareholder’s account 


under a dividend reinvestment plan. © 


A bank acts as dividend disbursing 
agent for a corporation. The bank 
also administers a dividend reinvest- 
ment program for the holders of the 
corporation’s common shares. Under 
this plan, the bank designates a 
nominee to hold, on behalf of par- 
ticipating shareholders, the shares pur- 
chased under the plan. The bank 
files a separate information return in 
the name of the corporation for divi- 
dends paid directly to each share- 
holder and for dividends paid to the 
nominee for each shareholder’s ac- 
count in the reinvestment plan. 

Section 6042(a) of the Internal 
Revenue Code of 1954 provides that 
every person who makes payments of 
dividends aggregating $10 or more 
to any other person during any calen- 
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dar year shall make an information 
return setting forth the aggregate 
amount of such payments and the 
name and address of the person to 
whom paid. 


Section 1.6042-2 of the Income Tax 
Regulations provides, in part, that for 
purposes of section 6042(a) of the 
Code every person who makes pay- 
ments of dividends aggregating $10 or 
more shall make an information return 
on Forms 1096 and 1099 for the 
calendar year in which payments are 
made showing the aggregate amount 
of such payments. 

In the instant situation, the bank 
has access to information regarding 
the dividends credited to the accounts 
of actual owners of shares held by the 
nominee under the reinvestment plan 
and can collate such information with 
information on dividends paid directly 
to shareholders. 

Accordingly, the bank may combine 
the amount paid directly to the share- 
holder with the amount credited to 
the shareholder’s account in the re- 
investment plan and file a single in+ 
formation return on Form 1099-DIV 
reporting the combined amount. If the 
bank files Form 1099-DIV reporting 
the combined amount, a_ separate 
Form 1099-DIV should not be filed to 
report dividends paid by the corpora- 
tion to the nominee on shares held 
for the reinvestment plan. Also Form 
1087-DIV should not be filed by the 
nominee. 

This Revenue Ruling also applies 
to those withholding agents who are 
required to file Form 1042S. (Income 
Subject to Withholding Under Chap- 
ter 3, Internal Revenue Code) for 
shareholders who are residents of 
foreign countries. 





Subpart F.—Information Concerning Income 
Tax Return Preparers 





Section 6060.—Information 
Returns of Income Tax Return 
Preparers 


26 CFR 404.6060-1: Information returns 
of income tax return preparers. 


(Also Sections 6107, 6109, 6695; 404.- 
6107-1, 404.6109-1, 404.6695-1). 


T.D. 7451 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER 1, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
certain requirements for income tax 
return preparers 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 0224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and admin- 
istration (26 CFR Part 404) under 
sections 6060, 6107, 6109(a) (4), and 
6695(b) of the Internal Revenue Code 
of 1954 as added or amended by 
section 1203 of the Tax Reform Act 
of 1976 (Public Law 94-455, 90 Stat. 
1688) [1976-3 C.B. 164] in order to 
provide for certain requirements for 
income tax return preparers with re- 
spect to the preparation of returns of 
tax under subtitle A of the Code and 
claims for refund of tax under subtitle 
A of the Code. 

The temporary regulations provide 
for the filing of an annual information 
return by certain income tax return 
preparers with respect to income tax 
return preparers employed by them. 
The temporary regulations also pro- 
vide for the signature of an income 
tax return preparer on the return or 
on the claim for refund of income tax; 
for the furnishing of a copy of the re- 
turn or claim for refund to the tax- 
payer for whom such return or claim 
was prepared; and for retention of a 
copy of the return or claim for refund 
prepared, or retention on a list, of the 
name, the identification number, and 
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taxable year of the taxpayer for whom 
such return or claim for refund was 
prepared and the type of return or 
claim for refund prepared. In addi- 
tion, certain income tax return pre- 
parers are required by such temporary 
regulations to furnish on the return 
or claim. for refund their identifying 
number and the address of the place 
of business where such return or claim 
for refund was prepared. 

Income tax return preparers shall 
comply with the requirements of these 
provisions for returns or claims for re- 
fund prepared after December 31, 
1976. 


Adoption of amendment to the 
regulations 

A new part 404, Temporary Regu- 
lations on Procedure and Administra- 
tion Under the Tax Reform Act of 
1976 [Pub. L. 94-455, 1976-3 C.B.], is 
hereby added to Title 26 of the Code 
of Federal Regulations. In order to 
prescribe temporary regulations on 
procedure and administration relating 
to certain requirements for income tax 
return preparers under sections 6060, 
6107, 6109(a) (4), and 6695(b) of the 
Internal Revenue Code of 1954, as 
added or amended by section 1203 of 
the Tax Reform Act of 1976 (Public 
Law 94-455, 90 Stat. 1688), the fol- 
lowing temporary regulations are here- 
by adopted: 


§ 404.6060-1 Information returns of 
income tax return preparers. 

(a) In general. (1) Any person 
who employs one or more income tax 
return preparers to prepare any re- 
turn of tax under subtitle A of the 
Internal Revenue Code of 1954 or 
claim for refund of tax under sub- 
title A of the Internal Revenue Code 
of 1954 other than for such person, 
at any time during a return period 
shall make an information return 
setting forth the name, taxpayer iden- 
tification number, and place of work 
of each income tax return preparer 
employed by him at any time during 
such period. 
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(2) For the definition of the term 
“{ncome tax return preparer”, see sec- 
tion 7701(a) (36). For the definition 
of the term “return period”, see sec- 
tion 6060(c) and paragraph (c) of 
this section. 

(3) For purposes of this section, 
any individual who, in acting as an 
income tax return preparer, is not the 
employee of another income tax re- 
turn preparer shall be treated as his 
own employer. Thus, for example, a 
sole proprietor without any employee- 
preparers shall make the information 
return required under this section. 
However, a partnership shall, for the 
purpose of this section, be treated as 
the employer of the partners of such 
partnership. Thus, the partnership 
shall make the information return on 
which shall be listed the partners and 
employees who were income tax re- 
turn preparers on behalf of the part- 
nership during the return period. 

(4) Form 5717 is the form pre- 
scribed for use in making the informa- 
tion return required under this sec- 
tion. The information return made 
under this section shall be filed on or 
before the first July 31 following the 
end of the return period to which 
such return relates with the Internal 
Revenue Service Center. 

(b) Alternative reporting method. 
(1) A person required to make an 
information return under paragraph 
(a) of this section may request ap- 
proval of an alternative reporting 
method which such person wishes to 
use to comply with the requirements 
of paragraph (a) of this section. Such 
an alternative reporting method re- 
quested may include, for example, the 
filing, on a consistent basis, of the 
information required by paragraph (a) 
of this section on magnetic tape. How- 
ever, no approval will be given to an 
alternative reporting method that does 
not require some form of annual filing 
of all the information required. 

(2) Any such request for approval 
of an alternative reporting method 
shall be in writing, directed to, and 
filed at least 90 days prior to the date 
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such return is otherwise due with the 
Office of Assistant Commissioner (Ac- 
counts, Collection and Taxpayer Serv- 
ice), Internal Revenue Service, 1111 
Constitution Avenue, N.W., Wash- 
ington, D.C. 20224. If such request is 
denied (or not approved) by the date 
when the return is otherwise due, the 
return shall be immediately filed. If 
such request is approved, the approval 
shall continue in effect with respect 
to all return periods until modified or 
revoked by written notice to the per- 
son otherwise required to make the 
return. 


(c) Return period defined. For 
purposes of this section, the term “re- 
turn period” means the 12-month 
period beginning on July 1 of each 
year, except that the first return 
period shall be the 6-month period 
beginning on January 1, 1977, and 
ending on June 30, 1977. 

(d) Penalty. For the civil penalty 
for failure to file an information re- 
turn required under this section or 
for failure to set forth an item in such 


return as required under this section, 
see section 6695(e). 


§ 404.6107-1_ Income tax return pre- 
parer must furnish copy of return 
to taxpayer and must retain a 
copy or list. 


(a) Furnishing copy to taxpayer. 
Any person who is an income tax re- 
turn preparer with respect to any 
return of tax under subtitle A of the 
Internal Revenue Code of 1954 or 
claim for refund of tax under subtitle 
A of the Internal Revenue Code of 
1954 shall furnish a completed copy 
of such return or claim for refund to 
the taxpayer not later than the time 
such return or claim for refund is pre- 
sented for such taxpayer’s signature. 

(b) Copy or list to be retained. Any 
person who is an income tax return 
preparer with respect to a return or 
claim for refund shall, for the 3 year 
period following the close of the re- 
turn period during which such return 
or claim for refund was filed— 





(1) (i) Retain a completed copy of 
such return or claim for refund, or 

(ii) Retain, on a list, the name, 
taxpayer identification number, and 
taxable year of the taxpayer for whom 
such return or claim for refund was 
prepared and the type of return or 
claim for refund prepared; and 

(2) Make such copy or list available 
for inspection upon request by the dis- 
trict director. 


For the definition of the term “return 
period”, see section 6060(c) and 
§ 404.6060-1(c). 

(c) Preparer. For the definition of 
the term “income tax return pre- 
parer”’, see section 7701 (a) (36). For 
purposes of applying this section, in 
the case of— 

(1) An employment arrangement 
between two or more income tax re- 
turn preparers, the person who em- 
ploys one or more other preparers to 
prepare for compensation any return 
or claim for refund other than for 
such person (and not the other pre- 
parers) shall be considered to be the 
income tax return preparer; and 


(2) A partnership arrangement for 
the preparation of returns and claims, 
the partnership (and not the partner) 
shall be considered to be the income 
tax return preparer. 


(d) Penalties. (1) For the civil 
penalty for failure to furnish a copy 
of the return or claim for refund to 
the taxpayer as required of the pre- 
parer under paragraph (a) of this 
section, see section 6695(a). 

(2) For the civil penalty for failure 
to retain a copy of the return or claim 
for refund, or to retain a list, as re- 
quired of the preparer under para- 
graph (b) of this section, see section 
6695(d). 


§ 404.6109-1 Furnishing identifying 
number of income tax return pre- 
parer. 

(a) Furnishing identifying number. 
Any return or claim for refund of tax 
under subtitle A of the Internal Rev- 
enue Code of 1954 prepared by an 
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income tax return preparer shall bear 
the identifying number of such pre- 
parer. For purposes of this section, 
where there is an employment ar- 
rangement between two or more pre- 
parers, the person who employs one 
or more other persons to prepare for 
compensation the return or claim for 
refund (and not the other preparers) 
shall be considered to be the preparer. 
Where the preparer is— 

(1) An individual (not described in 
subparagraph (2) of this paragraph 
(a)), such preparer’s social security 
account number shall be affixed by 
such preparer; and 


(2) A person (whether an_ in- 
dividual, corporation or partnership) 
who employs one or more persons to 
prepare the return or claim for refund, 
such preparer’s employer identification 
number shall be affixed by such pre- 
parer. 


For the definition of the term “income 
tax return preparer” (or “preparer”) , 


see section 7701 (a) (36). 


(b) Furnishing address. Any return 
or claim for refund of tax under sub- 
title A of the Internal Revenue Code 
of 1954 which is prepared by an in- 
come tax return preparer shall bear 
the street address, city, state, and 
postal zip code of the preparer’s place 
of business where the return or claim 
for refund was prepared. For purposes 
of the preceding sentence, if prior 
written permission has been granted 
by the Internal Revenue Service, the 
postal zip code of such place of busi- 
ness will be considered a satisfactory 
address. However, if the place of busi- 
ness where the return or claim for 
refund was prepared is not maintained 
by the preparer as a place of business 
on a year-round basis, the return or 


‘claim for refund shall bear the street 


address, city, state, and postal zip code 
of the preparer’s principal office or 
business location which is maintained 
on a year-round basis, or if none, the 
preparer’s residence. 


(c) Penalty. For the civil penalty 
for failure to furnish an identifying 


number as required under paragraph 
(a) of this section, see section 6695(c). 


§ 404.6695-1 Failure to sign return. 


(a) Signature of income tax return 
preparer. Any individual who is an 
income tax return preparer with re- 
spect to a return of tax under sub- 
title A of the Internal Revenue Code 
of 1954 or claim for refund of tax 
under subtitle A of the Internal Rev- 
enue Code of 1954 shall sign the re- 
turn or claim for refund in the appro- 
priate space provided on such return 
or claim for refund. If the preparer is 
unavailable for signature, another pre- 
parer must so advise the taxpayer, 
must review the entire preparation of 
the return or claim, and then must 
sign the return or claim. The signature 
of the preparer should be affixed after 
the return or claim is completed and is 
ready to be submitted to the taxpayer 
for signature. For the definition of the 
term “income tax return preparer” (or 
preparer), see section 7701(a) (36). 
If more than one income tax return 
preparer is involved in the preparation 
of the return or claim for refund, the 
individual preparer who has the pri- 
mary responsibility as between or 
among the preparers for the overall 
accuracy of the preparation of such 
return or claim for refund shall be 
deemed to be the income tax return 
preparer for purposes of this section. 

(b) Examples. The application of 
paragraph (a) of this section is illus- 
trated by the following examples: 


Example (1). X law firm employs Y, 
a lawyer, to prepare for compensation re- 
turns and claims for refund of taxes. X is 
employed by 7, a taxpayer, to prepare his 
1976 Federal tax return. X assigns Y to 
prepare 7’s return. Y obtains the informa- 
tion necessary for completing the return 
from T and makes determinations with re- 
spect to the proper application of the tax 
laws to such information in order to deter- 
mine T’s tax liability. Y then forwards such 
information to C, a computer tax service 
which performs the mathematical compu- 
tations and prints the return form by means 
of computers. C then sends the completed 
return to Y who reviews the accuracy of 
the return. Y is the individual preparer 
who is primarily responsible for the overall 
accuracy of J’s return. Y must sign the 
return as preparer. 
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Example (2). X partnership is a na- 
tional accounting firm which prepares for 
compensation returns and claims for refund 
of taxes. A and B, employees of X, are in- 
volved in preparing the 1976 tax return of 
T Corporation. After they complete the 
return, including the gathering of the 
necessary information, the application of 
the tax law to such information, and the 
performance of the necessary mathematical 
computations, P, a partner of X reviews the 
return. As part of this review, P checks 
for mathematical mistakes, reviews the 
information provided, and makes the final 
determination with respect to the proper 
application of the tax law to the informa- 
tion in order to determine T’s tax liability. 
P is the individual preparer who is pri- 
marily responsible for the overall accuracy 
of T’s return. P must sign the return as 
preparer. 

Example (3). C corporation maintains 
an office in Seattle, Washington for the 
purpose of preparing for compensation re- 
turns and claims for refund of taxes. C 
makes compensatory arrangements with 
individuals (but provides no working facili- 
ties) in several states to collect information 
from taxpayers and to make determinations 
with respect to the proper application of 
the tax law to such information in order 
to determine the tax liabilities of such tax- 
payers. E, an individual who has such an 
arrangement in Los Angeles with C, col- 
lects such information from T, a taxpayer, 
and completes a work sheet kit supplied by 
C which is stamped with E’s name and an 
identification number assigned by C. In 
this process, E classifies this information in 
appropriate income and deduction cate- 
gories for the tax determination. The com- 
pleted work sheet kit signed by E is then 
mailed to C. D, an employee in C’s office, 
reviews the work sheet kit for accuracy. D 
neither reviews the information for the 
validity or accuracy of the underlying in- 
formation provided nor makes the final de- 
terminations with respect to the proper 
application of the tax law to such informa- 
tion. The data from the work sheet kit is 
entered into a computer and the return 
form is completed. The return is prepared 
for submission to T with filing instructions. 
E is the individual preparer primarily re- 
sponsible for the overall accuracy of T’s 
return. E must sign the return as preparer 
before filing. 


(c) Penalty. Any individual re- 
quired by paragraph (a) of this sec- 
tion to sign a return of tax under 
subtitle A of the Internal Revenue 
Code of 1954 or claim for refund of 
tax under subtitle A of the Internal 
Revenue Code of 1954 who fails to 
comply with such requirement shall be 
subject to a penalty of $25 for each 
such failure, unless it is shown that 
such failure is due to reasonable cause 
and not due to willful neglect. 
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Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury Decision, 
it is found impracticable to issue it 
with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United States 
Code or subject to the effective date 
limitation of subsection (d) of that 
section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved December 23, 1976. 


WiiuuM M. Go.tpsTEIN, 
Deputy Assistant Secretary, 
of the Treasury. 


(Filed by the Office of the Federal Register 
on December 23, 1976, 12:03 p.m., and 
published in the issue of the Federal Reg- 
ister for December 29, 1976, 41 F.R. 
56631) 


26 CFR 404.6060-1: Information returns of 
income tax return preparers. 


Requirements and conditions for submis- 
sion of Form 5717, Annual List of Income 
Tax Return Preparers, on magnetic tape. 
See Rev. Proc. 77-18, page 577. 





Part V.—Time for Filing Returns and Other 
Documents 





Section 6073.—Time for Filing 
Declarations of Estimated 
Income Tax by Individuals 


26 CFR 1.6073-1: Time and place for fil- 
ing declarations of estimated tax by indi- 
viduals. 


Estimated tax declaration; cus- 
tom grain harvester. Income de- 
rived by an individual from custom 
grain harvesting and hauling opera- 
tions on various farms with person- 
nel and machines furnished by the 
individual does not qualify as in- 
come from farming under section 
6073(b) of the Code for purposes 
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of filing a declaration of estimated 
tax and the individual must file the 
declaration within the time pre- 
scribed by section 6073(a). 


Rev. Rul. 77-105 


Advice has been requested whether 
income derived by a “custom grain 
harvester’ described below will qualify 
that individual as a farmer under sec- 
tion 6073(b) of the Internal Revenue 
Code of 1954 for the purpose of filing 
declarations of estimated tax required 
from individuals. 


The taxpayer performs grain har- 
vesting and hauling operations on 
various farms with personnel, trucks, 
combines and other equipment fur- 
nished by the taxpayer. More than 
two-thirds of the taxpayer’s income is 
derived from the harvesting of other 
persons’ grain crops on a cash per acre 
or per bushel basis. The taxpayer does 
not cultivate or till the soil and does 
not own, rent or lease the property on 
which the grain crops are raised. 


Section 6073(b) of the Code pro- 
vides that declarations of estimated tax 
from individuals whose estimated gross 
income from farming or fishing is at 
least two-thirds of the total estimated 
gross income from all sources for the 
taxable year, may be filed at any time 
on or before January 15 of the suc- 
ceeding year. 

Section 1.6073-1(b) of the Income 
Tax Regulations provides that in order 
for an individual to qualify as a farmer 
for estimated tax purposes, at least 
two-thirds of that person’s income 
must be derived from (1) the active 
operation or management of a farm 
for gain or profit, (2) a share of the 
crops produced on the land, or (3) a 
rental based upon farm production. 
The estimated gross income from 
farming is the estimated income result- 
ing from oyster farming, the cultivation 
of the soil, the raising or harvesting of 
any agricultural or horticultural com- 
modities and the raising of livestock, 
bees, or poultry. The regulations also 
provide that the requisite gross income 


from farming must be derived from 
the operations of a stock, dairy, poul- 
try, fruit, or truck farm, or planta- 
tion, ranch, nursery, range, orchard, or 
oyster bed. If an individual receives 
for the use of the land income in the 
form of a share of the crops produced 
thereon such income is from farming. 

Section 1.61-4(d) of the regula- 
tions defining gross income, provides 
that all individuals who cultivate, 
operate, or manage farms for gain or 
profit, either as owners or tenants, are 
designated as farmers. 

Section 1.175-3 of the regulations 
provides, in part, that for the purpose 
of section 175, a taxpayer who re- 
ceives a rental (either in cash or in 
kind) which is based upon farm pro- 
duction is engaged in the business of 
farming. However, a taxpayer who 
receives a fixed rental (without ref- 
erence to production) is engaged in 
the business of farming only if the 
taxpayer participates to a material 
extent in the operation or management 
of the farm. 

Rev. Rul. 54-357, 1954-2 C.B. 125, 
states that cotton ginners are not 
farmers within the meaning of the 
Code. Rev. Rul. 65-280, 1965-2 C.B. 
433, states that wages paid to a farm 
employee do not constitute gross in- 
come from farming for purposes of 
section 6073(b) of the Code and the 
employee is subject to the require- 
ments for filing a declaration of esti- 
mated income tax under section 6015 
(a) within the time prescribed by 
section 6073(a). 


The term “harvesting” as used in 
regard to estimated gross income from 
farming refers to amounts derived by 
an individual from the active opera- 
tion or management of a farm for 
gain or profit. The amounts received 
by the taxpayer from contract grain 
harvesting and hauling operations 
performed on various farms with per- 
sonnel and machines furnished by the 
taxpayer do not result from farming 
by the taxpayer. 

Accordingly, the income derived by 
the custom grain harvester does not 
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qualify that individual as a farmer for 
purposes of section 6073(b) of the 
Code and the custom grain harvester 
is subject to the requirements for the 
filing of a declaration of estimated in- 


come tax under section 6015(a) 
within the time prescribed by section 
6073(a). 





Subchapter B.—Miscellaneous Provisions 





Section 6103.—Confidentially and 
Disclosure of Return and Return 
Information 


26 CFR 404.6103(a)-1: Disclosures after 
December 31, 1976 by officers and em- 
ployees of Federal agencies of returns and 
return information (including taxpayer re- 
turn information) disclosed to such officers 
and employees by the Secretary before 
January 1, 1977 for a purpose not involv- 
ing tax administration. 


T.D. 7464 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
disclosures after December 31, 1976 
by officers and employees of Federal 
agencies of returns and return infor- 
mation (including taxpayer return 
information) disclosed to such officers 
and employees by the Secretary before 
January 1, 1977 for a purpose not in- 
volving tax administration. 

DEPARTMENT OF THE TREASURY, 

OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and admin- 
istration (26 CFR Part 404) under 
section 6103(a) of the Internal Reve- 
nue Code of 1954, as added by section 


1202 of the Tax Reform Act of 1976 
(Pub. L. 94-455, 90 Stat. 1667) 
[1976-3 C.B. (Vol. 1) 143] in order 
to provide rules governing disclosures 
after December 31, 1976 of returns 
and return information (including 
taxpayer return information), as 
defined in section 6103(b)(1), (2), 
and (3), disclosed before January 1, 
1977, by the Secretary to officers and 
employees of Federal agencies for a 
purpose not involving tax administra- 
tion. 

Prior to its amendment by Section 
1202 of the Tax Reform Act of 1976, 
effective as of January 1, 1977, sec- 
tion 6103(a) authorized the disclo- 
sure of Federal tax data by the Secre- 
tary to Federal agencies for nontax re- 
lated purposes as provided by orders 
of the President and implementing 
rules and regulations prescribed by the 
Secretary and approved by the Presi- 
dent. The temporary regulations pro- 
vide that returns and return informa- 
tion so disclosed by the Secretary to 
a Federal agency before January 1, 
1977 pursuant to the authority of prior 
law (and orders of the President and 
implementing rules and regulations) 
may, with one restriction, be dis- 
closed after December 31, 1976 by 
such agency for any purpose author- 
ized by such prior law (and orders, 
rules, and regulations). The restric- 
tion on such further disclosure would 
be use of such returns or return in- 
formation after December 31, 1976, 
by, or on behalf of, the Federal agency 
in an administrative or judicial pro- 
ceeding. Such use would be restricted 
to an administrative or judicial pro- 
ceeding described in section 6103(1) 
(4) and then only if the requirements 
of section 6103(i) (4) are first met. 

These temporary regulations are 
e‘Tective as of January 1, 1977. 


Adoption of amendment to the regu- 
lations 

In order to prescribe temporary 
regulations on procedure and adminis- 
tration relating to disclosures after 


December 31, 1976 by officers and 
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employees of Federal agencies of re- 
turns and return information (in- 
cluding taxpayer return information) 
disclosed to such officers and em- 
ployees by the Secretary before Janu- 
ary 1, 1977, for a purpose not involv- 
ing tax administration pursuant to the 
authority of section 6103 of the Inter- 
nal Revenue Code of 1954 (or any 
order of the President under section 
6103 or rules and regulations there- 
under prescribed by the Secretary 
and approved by the President) before 
amendment of such section by Sec- 
tion 1202 of the Tax Reform Act of 
1976 (Pub. L. 94-455, 90 Stat. 1667), 
the following temporary regulations 
are hereby adopted: 


§ 404.6103(a)-1 Disclosures after 
December 31, 1976 by officers and 
employees of Federal agencies of 
returns and return information 
(including taxpayer return in- 
formation) disclosed to such offi- 
cers and employees by the Secre- 
tary before January 1, 1977 for 
a purpose not involving tax ad- 
ministration. 


(a) General rule. Except as pro- 
vided by paragraph (b) of this sec- 
tion, a return or return information 
(including taxpayer return informa- 
tion), as defined in section 6103(b) 
(1), (2), and (3) of the Internal 
Revenue Code, disclosed by the Sec- 
retary before January 1, 1977, to an 
officer or employee of a Federal 
agency (as defined in section 6103(b) 
(9) ) for a purpose not involving tax 
administration (as defined in section 
6103(b) (4) ) pursuant to the author- 
ity of section 6103 or any order of the 
President under section 6103 or rules 
and regulations thereunder prescribed 
by the Secretary and approved by the 
President) before amendment of such 
section by Section 1202 of the Tax 
Reform Act of 1976 (Pub. L. 94-455, 
90 Stat. 1667) may be disclosed by, 
or on behalf of, such officer, em- 
ployee, or agency after December 31, 
1976, for any purpose authorized by 
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such section (or such order rules and 
regulations) before such amendment. 

(b) Exception. Notwithstanding the 
provisions of paragraph (a) of this 
section, a return or return information 
(including: taxpayer return informa- 
tion) disclosed before January 1, 
1977, by the Secretary to an officer or 
employee of a Federal agency for a 
purpose unrelated to tax administra- 
tion as described in paragraph (a) 
may, after December 31, 1976, be 
disclosed by, or on behalf of, such 
agency, officer, or employee in an ad- 
ministrative or judicial proceeding 
only if such proceeding is one de- 
scribed in section 6103(i) (4) and if 
the requirements of section 6103 (1) (4) 
have first been met. 

Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury de- 
cision, ‘t is found impracticable to is- 
sue it with notice and public proce- 
dure thereon under subsection (b) 
of section 553 of title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (c) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 6103(q) and 7805 of the Inter- 
nal Revenue Code of 1954 (90 Stat. 
1685, 68A Stat. 917; 26 U.S.C. 6103 
(q), 7805).) 


Dona.Lp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 19, 1977. 


CuHartes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 19, 1977, 4:51 p.m., and 
published in the issue of the Federal 
Register for January 25, 1977, 42 F.R. 
4437) 


26 CFR 404.6103(c)-1: Disclosure of re- 
turns and return information (including 
taxpayer return information) to designee 
of taxpayer. 
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T.D. 7479 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976 


Disclosures of returns and return in- 
formation to designee of taxpayer 
named in written request or consent. 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 


SUMMARY: This document pro- 
vides temporary regulations relating 
to disclosures of tax returns and tax 
return information to a person desig- 
nated by the taxpayer in a written re- 
quest for or consent to the disclosure. 
Changes to the applicable law were 
made by the Tax Reform Act of 1976. 
The regulations provide taxpayers and 
Internal Revenue Service personnel 
with guidance needed to comply with 
the Act. 


DATE: The regulations are effective 
as of January 1, 1977. 


FOR FURTHER INFORMATION 
CONTACT: David E. Dickinson of 
the Office of the Chief Counsel, In- 
ternal Revenue Service, 1111 Consti- 
tution Avenue, N.W., Washington, 
D.C. 20224 (Attention: CC:LR:T) 
(202-566-3363) . 


SUPPLEMENTARY 
TION: 


BACKGROUND 


This document prescribes temporary 
regulations on procedure and admin- 
istration (26 CFR Part 404) under 
section 6103(c) of the Internal Reve- 
nue Code of 1954. These temporary 
regulations provide rules under section 
1202 of the Tax Reform Act of 1976 
(Pub. L. 94-455, 1976-3 C.B. (Vol. 
1) 143) and are issued under the 
authority contained in sections 6103 


INFORMA- 





(c) and 7805 of the Internal Revenue 
Code of 1954 (90 Stat. 1669, 68A 
Stat. 917; 26 U.S.C. 6103 (c), 7805).) 
These regulations prescribe rules 
governing the necessary form and con- 
tent of written requests or consents by 
taxpayers to disclosure of their tax re- 
turns and tax return information to a 
person or persons named by the tax- 
payer in the request or consent. 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was David E. Dickinson of the 
Office of the Chief Counsel, Internal 
Revenue Service. However, personnel 
from other offices of the Internal Rev- 
enue Service and Treasury Depart- 
ment participated in developing the 
regulation, both on matters of sub- 
stance and style. 


Adoption of temporary regulations 


Accordingly, 26 CFR Part 404 is 
amended as follows: 


§ 404.6103(c)-1 Disclosure of returns 
and return information (including 
taxpayer return information) to des- 
ignee of taxpayer. 

(a) Disclosure of returns and return 
information (including taxpayer re- 
turn information) to person or persons 
designated in written request or con- 
sent—(1) In general. Section 6103 
(c) of the Internal Revenue Code pro- 
vides in part that the Secretary may, 
subject to such requirements and con- 
ditions as he may prescribe by regu- 
lations, disclose a return or return in- 
formation (including taxpayer return 
information), as defined in section 
6103(b) (1), (2) and (3), to such per- 
son or persons as are designated in a 
written request for or consent to such 
disclosure made by the taxpayer by 
whom such return was made or to 
whom such return information relates. 
To meet the requirements of this pro- 
vision and this section, a request for 
or consent to disclosure must be in the 
form of a written document pertain- 
ing solely to the authorized disclosure 
and signed and dated by the taxpayer 
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by whom the return was made or to 
whom the return information relates. 
The taxpayer must also indicate in 
such written document— 

(i) Items of taxpayer identity infor- 
mation described in section 6103(b) 
(6) with respect to such taxpayer; 

(ii) The name and address of each 
person to whom disclosure is to be 
made; 

(iii) The kind or type of return (or 
specified portion thereof) or return 
information (and, in the case of re- 
turn information, the particular data) 
which is to be disclosed ; and 

(iv) The taxable period or periods 
covered by such return or return in- 
formation. 


Thus, for example, a provision in- 
cluded in a taxpayer’s application for 
a loan or other benefit authorizing the 
Internal Revenue Service to disclose 
to the grantor of the loan or other 
benefit such returns or return informa- 
tion as the grantor may request for 
purposes of verifying information sup- 
plied on the application does not meet 
the requirements of this section. A rea- 
sonable fee for furnishing a reproduc- 
tion of a return or return information 
pursuant to this section may be 
charged to the person or persons to 
whom such reproduction of a return 
or return information is so furnished. 
See section 6103(p) (2). No disclosure 
of a return or return information au- 
thorized by a request for or consent 
to such disclosure shall be made un- 
less such request or consent is received 
by the Service within 60 days follow- 
ing the date upon which the request 
or consent was signed and dated by 
the taxpayer. 

(b) Exception. Notwithstanding the 
provisions of paragraph (a) of this 
section, no disclosure of return infor- 
mation shall be made thereunder if the 
Internal Revenue Service determines 
that such disclosure would seriously 
impair Federal tax administration (as 
defined in section 6103 (b) (4) ). 

Because of the need for immediate 
guidance with respect to the provi- 


sions contained in this Treasury deci- 
sion, it is found impracticable to issue 
it with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of title 5 of the United States 
Code or subject to the effective date 
limitation of subsection (d) of that 
section. 

This Treasury decision is issued un- 
der the authority of sections 6103(c) 
and 7805 of the Internal Revenue 
Code of 1954 (90 Stat. 1669, 68A 
Stat. 917, 26 U.S.C. 6103(c), 7805) .) 


WituuaM E. WILLIAMs, 
Acting Commissioner of 
Internal Revenue. 


Approved April 6, 1977. 


LauRENCE N. WoopwortH, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on April 8, 1977, 9:36 a.m.; and pub- 
lished in the issue of the Federal Register 
for April 12, 1977, 42 F.R. 19144) 


26 CFR 404.6103(h)(2)-1: Disclosure of 
returns and return information (including 
taxpayer return information) to and by 
attorneys and other officers and employees 
of the Department of Justice or other 
Federal agencies in preparation for pro- 
ceed:ng or investigation involving tax ad- 
ministration and certain other matters. 


T.D. 7463 


TITLE 26.—_INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
disclosures of returns and return infor- 
mation to and by officers and employ- 
ees of the Department of Justice and 
other Federal agencies in connection 
with preparation for certain adminis- 
trative and judicial proceedings (or 
investigations which may result in 
such proceedings) . 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMI!SSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


Section 6103 


To Officers and Employees of the In- 


ternal Revenue Service and 
Others Concerned: 
Preamble 


This document contains temporary 
regulations on procedure and adminis- 
tration (26 CFR Part 404) under sec- 
tion 6103(h)(2) and (i) (1) and (2) 
of the Internal Revenue Code of 1954, 
as added by section 1202 of the ‘Tax 
Reform Act of 1976 (Pub. L. 94-455, 
90 Stat. 1674 [1976-3 C.B. (Vol. 1) 
143]) in order to provide rules gov- 
erning disclosures of returns and 
return information (including tax- 
payer return information), as defined 
in section 6103(b) (1), (2), and (3), 
to and by officers and employees of the 
Department of Justice and other Fed- 
eral agencies in connection with prep- 
aration for certain administrative and 
judicial proceedings (or investigations 
which may result in such proceedings). 


The temporary regulations describe 
the circumstances and conditions un- 
der which returns and return informa- 
tion may be disclosed to and by officers 
and employees of the Department of 
Justice arid other Federal agencies in 
connection with preparation for, or 
investigations which may result in, 
proceedings involving tax administra- 
tion (as defined in section 6103(b) 
(4)) and proceedings pertaining to 
the enforcement of specifically desig- 
nated Federal criminal statutes (not 
involving tax administration) to which 
the United States or a Federal agency 
is or may be a party. 

These temporary regulations are ef- 
fective as of January 1, 1977. 


Adoption of amendment to the regu- 
lations 

In order to prescribe temporary reg- 
ulations on procedure and administra- 
tion relating to disclosures of returns 
and return information (including 
taxpayer return information) to and 
by officers and employees of the De- 
partment of Justice and other Federal 
agencies in connection with prepara- 
tion for certain administrative and 
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judicial proceedings (or investigations 
which may result in such proceedings) 
under section 6103(h) (2) and (i) (1) 
and (2) of the Internal Revenue Code 
of 1954, as added by section 1202 of 
the Tax Reform Act of 1976 (Pub. L. 
94-455, 90 Stat. 1674), the following 
temporary regulations are hereby 
adopted and added to Part 404 of 
Title 26 of the Code of Federal Reg- 


ulations: 


§ 404.6103(h) (2)-1 Disclosure of re- 
turns and return information (in- 
cluding taxpayer return informa- 
tion) to and by attorneys and 
other officers and employees of 
the Department of Justice or 
other Federal agencies in prepara- 
tion for proceeding or investiga- 
tion involving tax administration 
and certain other matters. 


(a) Disclosure of returns and return 
information (including taxpayer re- 
turn information) to and by attorneys 
of the Department of Justice. (1) Re- 
turns and return information (includ- 
ing taxpayer return information), as 
defined in section 6103(b)(1), {2), 
and (3) of the Internal Revenue 
Code, shall, to the extent provided by 
subparagraphs (A), (B), and (C) of 
paragraph (2) of section 6103(h) and 
subject to the requirements of section 
6103(h) (3), be open to inspection by 
or disclosure to attorneys of the De- 
partment of Justice (including United 
States attorneys) personally and di- 
rectly engaged in, and for their neces- 
sary use in, preparation for any pro- 
ceeding (or for their necessary use in 
an investigation which may result in 
such a proceeding) before a Federal 
grand jury or any Federal or State 
court in a matter involving tax admin- 
istration (as defined in section 6103 
(b) (4)), including any such proceed- 
ing (or any such investigation) also 
involving the enforcement of a related 
Federal criminal statute which has 
been referred by the Secretary to the 
Department of Justice. 

(2) Returns and return information 
(including taxpayer return informa- 
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tion) inspected by or disclosed to at- 
torneys of the Department of Justice 
as provided in subparagraph (1) of 
this paragraph may also be used by 
such attorneys, or disclosed by them 
to other attorneys (including United 
States attorneys and supervisory per- 
sonnel, such as Section Chiefs, Deputy 
Assistant Attorneys General, Assistant 
Attorneys General, the Deputy Attor- 
ney General, and the Attorney Gen- 
eral) of the Department of Justice, 
where necessary in connection with 
preparation for any proceeding (or 
with an investigation which may result 
in such a proceeding) described in 
subparagraph (1) or any proceeding 
(or investigation) involving any other 
matter related to tax administration or 
involving any matter brought before a 
Federal grand jury or Federal court 
pertaining to enforcement of a specific 
Federal criminal statute (other than 
one described in subparagraph (1) ) 
to which the United States is or may 
be a party, provided that such pro- 
ceeding (or investigation) involves or 
arises out of the particular facts and 
circumstances giving rise to the pro- 
ceeding (or investigation) described 
in subparagraph (1). 

(b) Disclosure of returns and return 
information (including taxpayers re- 
turn information) by attorneys of the 
Department of Justice. (1) Returns 
and return information (including tax- 
payer return information), as defined 
in section 6103(b) (1), (2), and (3) 
of the Code, inspected by or disclosed 
to attorneys of the Department of Jus- 
tice as provided by paragraph (a) of 
this section may be disclosed by such 
attorneys to other persons, including, 
but not limited to, persons described in 
subparagraph (2) of this paragraph, 
but only to the extent necessary in con- 
nection with the proper preparation 
for a proceeding (or in connection 
with an investigation which may result 
in such a proceeding) described in 
paragraph (a). Such disclosures may 
include, but are not limited to, dis- 
closures where necessary— 

(i) to properly accomplish any pur- 


pose or activity of the nature described 
in § 404.6103(k) (6)-1 which is essen- 
tial to proper preparation for such 
proceeding (or to such investigation) ; 

(ii) to properly interview, consult, 
depose, or interrogate or otherwise ob- 
tain relevant information from, the 
taxpayer to whom such return or re- 
turn information relates (or such tax- 
payer’s legal representative) or from 
any witness who may be called to give 
evidence in the proceeding; or 

(iii) to properly conduct negotia- 
tions concerning, or obtain authoriza- 
tion for, settlement or disposition of 
the proceeding, in whole or in part, or 
stipulations of fact in connection with 
the proceeding. 


Disclosure of a return or return in- 
formation to a person other than the 
taxpayer to whom such return or re- 
turn information relates or such tax- 
payer’s legal representative to properly 
accomplish any purpose or activity de- 
scribed in this paragraph should be 
made, however, only if such purpose 
or activity cannot otherwise properly 
be accomplished without making such 
disclosure. 


(2) Among those persons to whom 
returns and return information may 
be disclosed by attorneys of the De- 
partment of Justce as provided by sub- 
paragraph (1) of this paragraph are— 


(i) other officers and employees of 
the Department of Justice, such as, 
personnel of an office, board, division, 
or bureau of such department (for ex- 
ample, the Federal Bureau of Investi- 
gation or the Drug Enforcement Ad- 
ministration), clerical personnel (for 
example, secretaries, stenographers, 
docket and file room clerks, and mail 
room employees) and supervisory per- 
sonnel (such as supervisory personnel 
of the Federal Bureau of Investigation 
or the Drug Enforcement Administra- 
tion) ; 

(ii) officers and employees of an- 
other Federal agency (as defined in 
section 6103(b)(9)) working under 
the direction and control of any such 
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attorney of the Department of Justice; 
and 
(iii) court reporters. 


§ 404.6103(i)-1 Disclosure of returns 
and return information (includ- 
ing taxpayer return information) 
to and by officers and employees 
of the Department of Justice or 
another Federal agency in prep- 
aration for proceeding or investi- 
gation involving enforcement of 
Federal criminal statute not in- 
volving tax administration. 

(a) Disclosure of returns and re- 
turn information (including taxpayer 
return information) to attorneys of the 
Department of Justice or another Fed- 
eral agency. Returns and return in- 
formation (including taxpayer return 
information), as defined in section 
6103(b) (1), (2), and (3) of the In- 
ternal Revenue Code, shall, to the ex- 
tent provided by paragraphs (1), (2), 
and (3) of section 6103(i) and sub- 
ject to the requirements of such para- 
graphs (1) and (2), be open to in- 
spection by or disclosure to attorneys 
of the Department of Justice (includ- 
ing United States attorneys) or of an- 
other Federal agency (as defined in 
section 6103(b)(9)) personally and 
directly engaged in, and for their 
necessary use in, preparation for any 
administrative or judicial proceeding 
(or their necessary use in an investiga- 
tion which may result in such a pro- 
ceeding) pertaining to enforcement of 
a specifically designated Federal crimi- 
nal statute not involving or related to 
tax administration to which the 
United States or such agency is or 
may be a party. 

(b) Disclosure of returns and re- 
turn information (including taxpayer 
return information) by attorneys of 
the Department of Justice or another 
Federal agency. (1) Returns and re- 
turn information (including taxpayer 
return information), as defined in 
section 6103(b) (1), (2), and (3) of 
the Code, disclosed to attorneys of the 
Department of Justice or other Fed- 
eral agency (as defined in section 


6103(b)(9)) as provided by para- 
graph (a) of this section may be dis- 
closed by such attorneys to other per- 
sons, including, but not limited to, 
persons described in subparagraph (2) 
of this paragraph, but only to the 
extent necessary in connection with the 
proper preparation for a proceeding 
(or in connection with an investiga- 
tion which may result in such a pro- 
ceeding) described in paragraph (a). 
Such disclosures may include, but are 
not limited to, disclosures where neces- 
sary— 

(i) to properly obtain the services 
of persons having special knowledge or 
technical - skills (such as, but not 
limited to, handwriting analysis, 
photographic development, sound 
recording enhancement, or voice 
identification) ; 

(ii) to properly interview, consult, 
depose, or interrogate or otherwise ob- 
tain relevant information from, the 
taxpayer to whom such return or re- 
turn information relates (or such tax- 
payer’s legal representative) or any 
witness who may be called to give 
evidence in the proceeding; or 

(iii) to properly conduct negotia- 
tions concerning, or obtain authoriza- 
tion for, disposition of the proceeding, 
in whole or in part, or stipulations of 
fact in connection with the proceeding. 


Disclosure of a return or return in- 
formation to a person other than the 
taxpayer to whom such return or 
return information relates or such tax- 
payer’s legal representative to properly 
accomplish any purpose or activity 
described in this paragraph should be 
made, however, only if such purpose 
or activity cannot otherwise properly 
be accomplished without making such 
disclosure. 


(2) Among those persons to whom 
returns and return information may 
be disclosed by attorneys of the De- 
partment of Justice or other Federal 
agency as provided by paragraph (1) 
of this paragraph are— 

(i) other officers and employees 
(including attorneys) of the Depart- 
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ment of Justice (including an office, 
board, division, or bureau of such 
department, such as the Federal Bu- 
reau of Investigation or the Drug 
Enforcement Administration) or other 
Federal agency described in paragraph 
(1), such as clerical personnel (for 
example, secretaries, stenographers, 
docket and file room clerks, and mail 
room employees) and supervisory per- 
sonnel (for example, in the case of the 
Department of Justice, Section Chiefs, 
Deputy Assistant Attorneys General, 
Assistant Attorneys General, the 
Deputy Attorney General, the Attor- 
ney General, and supervisory person- 
nel of the Federal Bureau of Investi- 
gation or the Drug Enforcement Ad- 
ministration) ; 

. (ii) officers and employees of an- 
other Federal agency (as defined in 
section 6103 (b)(9)) working under 
the direction and control of such at- 
torneys of the Department of Justice 
or other Federal agency described in 
paragraph (1); and 

(iii) court reporters. 

Because of the need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion, it is found impracticable to issue 
it with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 6103(q) and 7805 of the In- 
ternal Revenue Code of 1954 (90 
Stat. 1685, 68A Stat. 917; 26 U.S.C. 
6103(q), 7805).) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved January 19, 1977. 


Cuartes M. WALKER, 
Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on January 19, 1977, 4:51 p.m., and 
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published in the issue of the Federal 
Register for January 25, 1977, 42 F.R. 
4438) 


26 CFR 404.6103(j)(1)-1: Disclosures of 
return information to officers and employ- 
ees of the Department of Commerce for 
certain statistical purposes and related ac- 
tivities. 


T.D. 7471 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976 


Temporary regulations relating to 
disclosures of return information to 
certain officers and employees of the 
Department of Commerce and Federal 
Trade Commission for statistical pur- 
poses and related activities. 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the In- 
ternal Revenue Service and Others 
Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and adminis- 
tration (26 CFR Part 404) under sec- 
tion 6103(j) (1), (2), and (4) of the 
Internal Revenue Code of 1954, as 
added by section 1202 of the Tax Re- 
form Act of 1976 (Pub. L. 94-455, 90 
Stat. 1678 [1976-3 C.B. (Vol. 1) 
143]), in order to provide rules gov- 
erning disclosures of return informa- 
tion (as defined by section 6103 (b) 
(2)) to certain officers and employees 
of the Department of Commerce and 
Federal Trade Commission for statisti- 
cal purposes and related activities 
authorized by section 6103(j) (1) and 
(2) of the Code. 

The temporary regulations describe 
in detail the particular return informa- 
tion which the Internal Revenue Serv- 
ice will disclose to officers and em- 
ployees of the Bureau of the Census 


and the Bureau of Economic Analysis 
and the Division of Financial Statistics 
of the Bureau of Economics of the 
Federal Trade Commission for use in 
statistical programs and related activi- 
ties authorized by law. The temporary 
regulations also prescribe the proce- 
dures to be followed with respect to 
requested disclosures of return infor- 
mation and the limited extent to which 
such return information can be redis- 
closed and provide that the confiden- 
tiality of return information disclosed 
as provided by the regulations must be 
protected to the satisfaction of the 
Service. 

These temporary regulations are 
effective on January 1, 1977. 

The principal draftsperson of this 
regulation was David E. Dickinson of 
the Office of Chief Counsel, Internal 
Revenue Service. However, personnel 
from other offices of the Internal Rev- 
enue Service and Treasury Depart- 
ment participated in developing the 
regulation, both on matters of sub- 
stance and style. Mr. Dickinson may 
be contacted at 202-566-3363 or by 
mail at 1111 Constitution Avenue, 


N.W., Washington, D.C. 20224. 


Adoption of amendment 
to the regulations 


In order to prescribe temporary reg- 
ulations on procedure and administra- 
tion relating to disclosures of return 
information to certain officers and em- 
ployees of the Department of Com- 
merce and Federal Trade Commission 
for statistical purposes and related ac- 
tivities authorized by section 6103 
(j) (1) and (2) of the Internal Reve- 
nue Code of 1954, as added by section 
1202 of the Tax Reform Act of 1976 
(Pub. L. 94-455, 90 Stat. 1678 [1976-3 
C.B. (Vol. 1) 143]), and to prescribe 
temporary regulations under section 
6103(j) (4) restricting redisclosure of 
such return information by such 
officers and employees, the follow- 
ing temporary regulations are hereby 
adopted and added to Part 404 of 
Title 26 of the Code of Federal Regu- 
lations: 


§ 404.6103(j)(1)-1 Disclosures of re- 
turn information to officers and 
employees of the Department of 
Commerce for certain statistical 
purposes and related activities. 

(a) General rule. Pursuant to the 
provisions of section 6103(j) (1) of the 
Internal Revenue Code of 1954 and 
subject to the requirements of para- 
graph (d) of this section, officers or 
employees of the Internal Revenue 
Service will disclose return informa- 
tion (as defined by section 6103 
(b) (2)) to officers and employees of 
the Department of Commerce to the 
extent, and for such purposes as may 
be, provided by paragraphs (b) and 
(c) of this section. 

(b) Disclosure of return informa- 
tion to officers and employees of the 
Bureau of the Census. (1) Officers or 
employees of the Internal Revenue 
Service will disclose to officers and 
employees of the Bureau of the Census 
for purposes of conducting and pre- 
paring, as authorized by law, inter- 
censal estimates of population and per 
capita income for all geographic areas 
included in the general revenue shar- 
ing program the following return in- 
formation reflected on the 1975 return 
of an individual taxpayer with respect 
to the tax imposed by chapter 1 and 
contained in the individual master 
files of the Service— 

(i) taxpayer identity information, 
(as defined in section 6103(b) (6), 
other than the name of the taxpayer), 
validity code with respect to the tax- 
payer identifying number (as de- 
scribed in section 6109), and taxpayer 
identifying number of spouse, if re- 
ported, 

(ii) district office and service cen- 
ter codes, 

(iii) marital status, 

(iv) numbers and classifications of 
reported exemptions, 

(v) adjusted gross income, 

(vi) wage and salary income, 

(vii) dividend income, 

(viii) interest income, 

(ix) gross rent and royalty income, 

(x) entity code, 
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(xi) revenue sharing code and an- 
swer to the revenue sharing question, 

(xii) code indicators for Form 
1040, Schedules C, D, E, F, and SE, 
and 

(xiii) Julian date relative to filing. 

(2) Officers or employees of the 
Internal Revenue Service will disclose 
to officers and employees of the Bu- 
reau of the Census for purposes of 
conducting, as authorized by law, eco- 
nomic statistics programs and conduct- 
ing and preparing economic censuses 
the taxpayer name directory derived 
from, and the following return infor- 
mation reflected on the return of a 
taxpayer and contained in, the business 
master files of the Service— 

(i) entity records consisting of tax- 
payer identity information (as defined 
in section 6103(b) (6) ), the principal 
industrial activity code, and monthly 
corrections of, and additions to, such 
entity records; 

(ii) from a quarterly employment 
tax return— 

(A) taxpayer identifying number 
(as described in section 6109) ) , 

(B) total compensation paid, 

(C) taxable wages for purposes of 
chapter 21, 

(D) taxable tip income reported, 

(E) master file tax account number, 

(F) taxable period covered by such 
return, 

(G) employment code, 

(H) final return indicator, 

(I) document locator number, and 

(J) record code; 

(ii) from an annual employment 
tax return filed by an employer with 
respect to agricultural employees— 

(A) taxpayer identifying number, 

(B) total taxable cash wages paid 
for purposes of chapter 21, 

(C) master file tax account num- 
ber, 

(D) taxable period covered by such 
return, 

(E) final return indicator, 

(F) document locator number, and 

(G) record code. 

(3) Officers or employees of the In- 
ternal Revenue Service will disclose to 


officers and employees of the Bureau 
of the Census for purposes of conduct- 
ing and preparing, as authorized by 
law, economic censuses and censuses 
of agriculture the following business 
related return information reflected on 
the return of a taxpayer and contained 
in the master files of the Service— 

(i) from Form 1040, Schedule C, 
taxpayer identity information (as de- 
fined in section 6103(b) (6) ), the prin- 
cipal industrial activity code, and re- 
ported gross receipts less returns and 
allowances; 

(ii) from Form 1120F, Section II, 
and Forms 1065, 1120, 1120S, 990C, 
and 990T, the taxpayer identifying 
number (as described in section 6109) , 
the principal industrial activity code, 
and reported gross receipts less returns 
and allowances. 

(iii) from Form 1040, Schedule F, 
taxpayer identity information and re- 
ported gross profits (cash basis) or 
gross sales (accrual basis) ; 

(iv) from Form 1040, Schedule C, 
and Forms 1065, 1120, and 1120S, an- 
swers to the business activity questions ; 

(v) from Form 1040, Schedule C, 
business address and answer to the 
question relating to Form 941; and 

(vi) from Form 990PF, the tax- 
payer identifying number, the princi- 
pal industrial activity code, and re- 
ported total receipts. 

(4) Officers or employees of the In- 
ternal Revenue Service will disclose to 
officers and employees of the Bureau 
of the Census for purposes of conduct- 
ing and preparing, as authorized by 
law, economic censuses return infor- 
mation relating to a taxpayer and con- 
tained in the exempt organization 
master files of the Service which con- 
sists of taxpayer identity information 
(as defined in section 6103(b) (6) ), 
activity codes, and filing requirement 
code, and monthly corrections of, and 
additions to, such return information. 

(c) Disclosure of return informa- 
tion to officers and employees of the 
Bureau of Economic Analysis. Officers 
or employees of the Internal Revenue 
Service will disclose to officers and em- 


Section 6103 


ployees of the Bureau of Economic 
Analysis for purposes of conducting 
and preparing, as authorized by law, 
statistical analyses return information 
consisting of Statistics of Income tran- 
script-edit sheets containing return in- 
formation reflected on returns of des- 
ignated classes or categories of corpo- 
rations with respect to the tax imposed 
by chapter 1 and microfilmed records 
of return information reflected on such 
returns where needed for further use 
in connection with such conduct or 
preparation. 

(d) Procedures and _ restrictions. 
Disclosure of return information by 
officers or employees of the Internal 
Revenue Service as provided by para- 
graphs (b) and (c) of this section will 
be made only upon written request to 
the Commissioner of Internal Revenue 
by the Secretary of Commerce de- 
scribing the particular return informa- 
tion to be disclosed and the taxable 
period or date to which such return 
information relates and designating by 
name and title the officers and em- 
ployees of the Bureau of the Census 
or the Bureau of Economic Analysis 
to whom such disclosure is authorized. 
No such officer or employee to whom 
return information is disclosed pursu- 
ant to the provisions of paragraph (b) 
or (c) shall disclose such return infor- 
mation to any person, other than the 
taxpayer to whom such return infor- 
mation relates or other officers or em- 
ployees of such bureau whose duties 
or responsibilities require such disclo- 
sure for a purpose described in para- 
graph (b) or (c), except in a form 
which cannot be associated with, or 
otherwise identify, directly or indirect- 
ly, a particular taxpayer. If the Service 
determines that the Bureau of the 
Census or the Bureau of Economic 
Analysis, or any officer or employee 
thereof, has failed to, or does not, sat- 
isfy the requirements of section 6103 
(p)(4) or regulations or published 
procedures thereunder, the Service 
may take such actions as are deemed 
necessary to ensure that such require- 
ments are or will be satisfied, includ- 
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ing suspension of disclosures of return 
information otherwise authorized by 
section 6103(j) (1) and paragraph (b) 
or (c) of this section, until the Service 
determines that such requirements 
have been or will be satisfied. 


§ 404.6103(j) (2)-1 Disclosures of re- 
turn information to officers and 
employees of the Federal Trade 
Commission for certain statistical 
purposes and related activities. 

(a) General rule. Pursuant to the 
provisions of section 6103(j) (2) of the 
Internal Revenue Code of 1954 and 
subject to the requirements of para- 
graph (b) of this section, officers or 
employees of the Internal Revenue 
Service will disclose to officers and em- 
ployees of the Division of Financial 
Statistics of the Bureau of Economics 
of the Federal Trade Commission for 
purposes of developing and preparing, 
as authorized by law, the Quarterly 
Financial Report the following return 
information (as defined by section 
6103(b)(2)) reflected on the return 
of a corporation with respect to the 
tax imposed by chapter 1 and con- 
tained in the business master files of 
the Service— 

(i) taxpayer identity information 
(as defined in section 6103(b) (6) ), 

(ii) consolidated return and final 
return indicators, 

(ili) principal 
code, 

(iv) partial year indicator, 

(v) annual accounting period, 

(vi) gross receipts less returns and 
allowances, 

(vi) net income or loss, and 

(vii) total assets. 

(b) Procedures and _ restrictions. 
Disclosure of return information by 
officers or employees of the Internal 
Revenue Service as provided by para- 
graph (a) of this section will be made 
only upon written request to the Com- 
missioner of Internal Revenue by the 
Chairman of the Federal Trade Com- 
mission describing the particular re- 
turn information to be disclosed and 
the taxable period or date to which 
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such return information relates and 
designating by name and title the offi- 
cers and employees of the Division of 
Financial Statistics of the Bureau of 
Economics to whom such disclosure is 
authorized. No such officer or em- 
ployee to whom return information is 
disclosed pursuant to the provisions of 
paragraph (a) shall disclose such re- 
turn information to any person, other 
than the taxpayer to whom such re- 
turn information relates or other offi- 
cers or employees of such division 
whose duties or responsibilities require 
such disclosure for a purpose described 
in paragraph (a), except in a form 
which cannot be associated with, or 
otherwise identify, directly or indi- 
rectly, a particular taxpayer. If the 
Service determines that the division, 
or any officer or employee thereof, has 
failed to, or does not, satisfy the re- 
quirements of section 6103(p) (4) or 
regulations or published procedures 
thereunder, the Service may take such 
actions as are deemed necessary to en- 
sure that such requirements are or will 
be satisfied, including suspension of 
disclosures of return information oth- 
erwise authorized by section 6103 
(j) (2) and paragraph (a) of this sec- 
tion until the Service determines that 
such requirements have been or will be 
satisfied. 

Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 of 
title 5 of the United States Code or 
subject to the effective date limitation 
of subsection (c) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 6103(j) and 7805 of the Internal 
Revenue Code of 1954 (90 Stat. 1678, 
68A Stat. 917; 26 U.S.C. 6103(j), 
7805) .) 


DonaLp C. ALEXANDER, 
Commissioner of Internal Revenue. 


Approved February 18, 1977. 


Henry C. STockE Lt, Jr., 
Acting General Counsel. 


(Filed by the Office of the Federal Regis. 
ter on February 28, 1977, 3: p.m., 
and published in the issue of the Federal 
ricty for March 3, 1977, 42 FR. 
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26 CFR 404.6103(k)(6)-1: Disclosure of 
return information by internal revenue offi- 
cers and employees for investigative pur- 
poses. 


T.D. 7453 


TITLE 26—INTERNAL REVE. 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO.- 
RARY REGULATIONS’ ON 
PROCEDURE AND ADMINIS. 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
disclosures of return information by in- 
ternal revenue officers and employees 
for investigative purposes 


DEPARTMENT OF THE TREASURY, 
OFFICE OF ComMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of 
the Internal Revenue Service 
and others Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and adminis- 
tration (26 CFR Part 404) under 
section 6103(k) (6) of the Internal 
Revenue Code of 1954 as added by 
section 1202 of the Tax Reform Act 
of 1976 (Pub. L. 94-455, 90 Stat. 1679 
[1976-3 C.B. 143]) in order to provide 
rules governing disclosures of return 
information (as defined by section 
6103(b) (2)) by officers and employ- 
ees of the Internal Revenue Service 
and office of the Chief Counsel there- 
for for investigative purposes author- 
ized by section 6103(k)(6) of the 
Code. 

The temporary regulations describe 
the circumstances and _ conditions 
under which such officers or employees 
are authorized to disclose return in- 
formation to a person other than the 
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taxpayer to whom such return infor- 
mation relates (or such taxpayer's 
representative) in connection with of- 
ficial duties relating to an examina- 
tion, collection activity, civil or crimi- 
nal investigation, enforcement activity, 
or other offense under the internal rev- 
enue laws or relating to certain person- 
nel or claimant representative matters 
under such laws or 31 U.S.C. 1026. 

These temporary regulations are 
effective on January 1, 1977. 


Adoption of amendment to the regula- 
tions 


In order to prescribe temporary 
regulations on procedure and adminis- 
tration relating to disclosures of return 
information by internal revenue offi- 
cers and employees for investigative 
purposes authorized by section 6103 
(k) (6) of the Internal Revenue Code 
of 1954, as added by section 1202 of 
the Tax Reform Act of 1976 (Pub. L. 
94-455, 90 Stat. 1679 [1976-3 C.B.}), 
the following temporary regulations 
are hereby adopted and added to Part 
404 of Title 26 of the Code of Federal 
Regulations: ‘ 


§ 404.6103(k) (6)-1 Disclosure of re- 
turn information by internal reve- 
nue officers and employees for in- 
vestigative purposes. 

(a) Disclosure of taxpayer identity 
information and fact of investigation 
in connection with official duties re- 
lating to examination, collection ac- 
tivity, civil or criminal investigation, 
enforcement activity or other offense 
under the internal revenue laws. In 
connection with the performance of 
official duties relating to any examina- 
tion, collection activity, civil or crim- 
inal investigation, enforcement ac- 
tivity, or other offense under the 
internal revenue laws, or in connection 
with preparation for any proceeding 
(or investigation which may result in 
such a proceeding) described in sec- 
tion 6103(h) (2) of the Internal Reve- 
nue Code of 1954, an officer or em- 
ployee of the Internal Revenue Service 
or office of the Chief Counsel therefor 


is authorized to disclose taxpayer iden- 
tity information (as defined in section 
6103(b) (6) ), the fact that the inquiry 
pertains to the performance of official 
duties, and the nature of the official 
duties in order to obtain necessary in- 
formation relating to performance of 
such official duties or where necessary 
in order to properly accomplish any 
activity described in subparagraph (6) 
of paragraph (b) of this section. Dis- 
closure of taxpayer identity informa- 
tion to a person other than the tax- 
payer to whom such taxpayer identity 
information relates or such taxpayer’s 
legal representative for the purpose of 
obtaining such necessary information 
or otherwise properly accomplishing 
such activities as authorized by this 
paragraph should be made, however, 
only if the necessary information can- 
not, under the facts and circumstances 
of the particular case, otherwise reas- 
onably be obtained in accurate and 
sufficiently probative form, or in a 
timely manner, and without impairing 
the proper performance of the official 
duties, or if such activities cannot 
otherwise properly be accomplished 
without making such disclosure. 

(b) Disclosure of return informa- 
tion in connection with official duties 
relating to examination, collection ac- 
tivity, civil or criminal investigation, 
enforcement activity, or other offense 
under the internal revenue laws. In 
connection with the performance of 
official duties relating to any examina- 
tion, collection activity, civil or 
criminal investigation, enforcement ac- 
tivity, or other offense under the inter- 
nal revenue laws, an officer or em- 
ployee of the Internal Revenue Serv- 
ice or office of the Chief Counsel 
therefor is authorized to disclose re- 
turn information (as defined in sec- 
tion 6103(b) (2)) in order to obtain 
necessary information relating to the 
following— 

(1) to establish or veritfy the cor- 
rectness or completeness of any return 
(as defined in section 6103(b) (1) ) or 
return information; 

(2) to determine the responsibility 
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for filing a return, for making a re- 
turn where none has been made, or for 
performing such acts as may be re- 
quired by law concerning such 
matters ; 

(3) to establish or verify the lia- 
bility (or possible liability) of any 
person, or the liability (or possible 
liability) at law or in equity of any 
transferee or fiduciary of any person, 
for any tax, penalty, interest, fine, for- 
feiture, or other imposition or offense 
under the internal revenue laws or the 
amount thereof to be collected; 

(4) to establish or verify miscon- 
duct (or possible misconduct) or other 
activity proscribed by the internal 
revenue laws; 

(5) to obtain the services of per- 
sons having special knowledge or tech- 
nical skills (such as, but not limited 
to, knowledge of particular facts and 
circumstances relevant to a correct 
determination of a liability described 
in subparagraph (3) of this para- 
graph or skills relating to handwriting 
analysis, photographic development, 
sound recording enhancement, or voice 
identification) or having recognized 
expertise in matters involving the 
valuation of property where relevant 
to proper performance of a duty or 
responsibility described in this para- 
graph; 

(6) to establish or verify the finan- 
cial status or condition and location 
of the taxpayer against whom collec- 
tion activity is or may be directed, to 
locate assets in which the taxpayer 
has an interest, to ascertain the amount 
of any liability described in subpara- 
graph (3) of this paragraph to be 
collected, or otherwise to apply the 
provisions of the Code relating to 
establishment of liens against such 
assets, or levy on, or seizure, or sale of, 
the assets to satisfy any such liability; 
or 

(7) to prepare for any proceeding 
described in section 6103(h)(2) or 
conduct an investigation which may 
result in such a proceeding, 


or where necessary in order to accom- 
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plish any activity described in sub- 
paragraph (6) of this paragraph. Dis- 
closure of return information to a 
person other than the taxpayer to 
whom such return information relates 
or such taxpayer’s legal representative 
for the purpose of obtaining informa- 
tion necessary to properly carry out 
the foregoing duties and responsibili- 
ties as authorized by this paragraph or 
for the purpose of otherwise properly 
accomplishing any activity described 
in subparagraph (6) of this paragraph 
should be made, however, only if such 
necessary information cannot, under 
the facts and circumstances of the 
particular case, otherwise reasonably 
be obtained in accurate and sufficiently 
probative form, or in a timely manner, 
and without impairing the proper per- 
formance of such duties and responsi- 
bilities, or if the activities described in 
subparagraph (6) of this paragraph 
cannot otherwise properly be accom- 
plished without making such disclo- 
sure. 


(c) Disclosure of return informa- 
tion in connection with certain per- 
sonnel or claimant representative mat- 
ters. In connection with the perform- 
ance of official duties relating to any 
investigation concerned with the en- 
forcement of any provision of the 
Internal Revenue Code of 1954, in- 
cluding enforcement of any rules, 
directives, or manual issuances pre- 
scribed by the Secretary under sec- 
tion 7803 or any other provision of the 
Code, which affects or may affect the 
personnel or employment rights or 
status, or civil or criminal liability, of 
any employee or former or prospective 
employee of the Department of the 
Treasury or the rights of any person 
who is or may be a party to an ad- 
ministrative action or proceeding pur- 
suant to 31 U.S.C. 1026, an officer 
or employee of the Internal Revenue 
Service or office of the Chief Counsel] 
therefor is authorized to disclose re- 
turn information (as defined in sec- 
tion 6103(b)(2)) for the purpose of 
obtaining, verifying, or establishing 
other information which is or may be 


384 


relevant and material to such investi- 
gation. Disclosure of return informa- 
tion to a person other than the tax- 
payer to whom such return informa- 
tion relates or such taxpayer’s legal 
representative for the purpose of ob- 
taining information necessary to prop- 
erly carry out the foregoing duties and 
responsibilities as authorized by this 
paragraph should be made, however, 
only if such necessary information 
cannot, under the facts and circum- 
stances of the particular case, other- 
wise reasonably be obtained in ac- 
curate and sufficiently probative form, 
or in a timely manner, and without 
impairing the proper performance of 
such duties and responsibilities. 
Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of title 5 of the United States Code 
or subject to the effective date limita- 
tion of subsection (d) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 6103(k) (6) and 7805 of the 
Internal Revenue Code of 1954 (90 
Stat. 1679, 68A Stat. 917; 26 U.S.C. 
6103(k) (6), 7805).) 


Dona_tp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved December 27, 1976. 


WiLuiaM M. GoLpsTEIN, 
Deputy Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on December 29, 1976, 8:45 a.m., and 
published in the issue of the Federal 
Register for December 30, 1976, 41 F.R. 
56795) 


26 CFR 404.6103(n)-1: Disclosure of re- 
turns and return information in connection 
with procurement of property and services 
for tax administration purposes. 


T.D. 7455 
TITLE 26—INTERNAL REVE- 


NUE.—SUBCHAPTER F. PART 
404.-—TEMPORARY REGULA. 
TIONS ON PROCEDURE AND 
ADMINISTRATION UNDER 
THE TAX REFORM ACT OF 
1976. 


Temporary regulations relating to dis- 
closures of returns and return infor- 
mation in connection with the procure- 
ment of property and services for tax 
administration purposes authorized by 
section 6103(n). 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and adminis- 
tration (26 CFR Part 404) under sec- 
tion 6103(n) of the Internal Revenue 
Code of 1954, as added by section 
1202 of the Tax Reform Act of 1976 
(Public Law 94-455, 90 Stat. 1681 
[1976-3 C.B. (Vol. 1) 143]), in order 
to provide rules governing disclosures 
of returns and return information (as 
defined by section 6103(b)) in con- 
nection with procurement of property 
and services for tax administration 
purposes authorized by section 6103 
(n). 

The temporary regulations describe 
the circumstances and conditions under 
which an officer or employee of the 
Internal Revenue Service is authorized 
to disclose returns and return informa- 
tion to a person for the purpose of 
procuring property and services neces- 
sary to Federal tax administration. The 
regulations provide general rules re- 
garding the requirement of necessity 
for the disclosure and limiting the ex- 
tent to which such disclosures are 
authorized. The regulations also pro- 
vide that the person to whom disclo- 
sures are made for these purposes can 
in turn disclose the tax data only for 
purposes specified by section 6103(n) 
and must maintain, to the satisfaction 
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of the Service, safeguards to protect 
the confidentiality of the returns and 
return information and ensure against 
unauthorized disclosures. 

These temporary regulations are 
effective on January 1, 1977. 


Adoption of amendment to the regula- 
tions 

In order to prescribe temporary reg- 
ulations on procedure and administra- 
tion relating to disclosures of returns 
and return information in connection 
with procurement of property and 
services for tax administration pur- 
poses authorized by section 6103(n) 
of the Internal Revenue Code of 1954, 
as added by section 1202 of the Tax 
Reform Act of 1976 (Public Law 94- 
455, 90 Stat. 1681), the following tem- 
porary regulations are hereby adopted: 


§ 404.6103(n)-1 Disclosure of returns 
and return information in connec- 
tion with procurement of property 
and services for tax administration 
purposes. 

(a) General rule. Pursuant to the 
provisions of section 6103(n) and sub- 
ject to the requirements of paragraphs 
(b), (c) and (d) of this section, offi- 
cers or employees of the Internal Reve- 
nue Service or office of the Chief Coun- 
sel therefor are authorized to disclose 
returns and return information (as de- 
fined in section 6103(b)) to a person 
(including a person described in sec- 
tion 7513(a)), or to an officer or em- 
ployee of such person, to the extent 
necessary in connection with contract- 
ual procurement by the Service or 
office of the Chief Counsel of — 

(1) equipment or other property, 
or 

(2) services relating to the proc- 
essing, storage, transmission, or re- 
production of such returns or return 
information or to the programming, 
maintenance, repair, or testing of 
equipment or other property, 


for purposes of tax administration (as 
defined in section 6103(b)(4)). No 
person, or officer or employee of such 


person, to whom a return or return in- 
formation is disclosed by an officer or 
employee of the Service or office of 
the Chief Counsel under the authority 
of this paragraph shall in turn disclose 
such return or return information for 
any purpose other than as described 
in subparagraph (1) or (2) of this 
paragraph, and no such further dis- 
closure for any such described purpose 
shall be made by such person, officer 
or employee to anyone, other than an- 
other officer or employee of such per- 
son whose duties or responsibilities re- 
quire such disclosure for a purpose 
described in subparagraph (1) or (2), 
without written approval by the Serv- 
ice. 

(b) Limitations. For purposes of 
paragraph (a) of this section, disclo- 
sure of returns or return information 
in connection with contractual pro- 
curement of property or services de- 
scribed in such paragraph will be treat- 
ed as necessary only if such procure- 
ment or the performance of such serv- 
ices cannot otherwise be reasonably, 
properly or economically carried out or 
performed without such disclosure. 
Thus, for example, disclosures of re- 
turns or return information to employ- 
ees of a contractor for purposes of pro- 
gramming, maintaining, repairing, or 
testing computer equipment used by 
the Internal Revenue Service should 
be made only if such services cannot be 
reasonably, properly, or economically 
performed by use of information or 
other data in a form which does not 
identify a particular taxpayer. If, how- 
ever, disclosure of returns or return 
information is in fact necessary in order 
for such employees to reasonably, prop- 
erly, or economically perform the com- 
puter related services such disclosures 
should be restricted to returns or re- 
turn information selected or appearing 
at random. Further, for purposes of 
paragraph (a), disclosure of returns or 
return information in connection with 
the contractual procurement of prop- 
erty or services described in such para- 
graph should be made only to the ex- 
tent necessary to reasonably, properly, 
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or economically conduct such procure- 
ment activity. Thus, for example, if an 
activity described in paragraph (c) can 
reasonably, properly, and economically 
be conducted by disclosure of only parts 
or portions of a return or if deletion of 
taxpayer identity information (as de- 
fined in section 6103(b)(6)) reflected 
on a return would not seriously impair 
the ability of the contractor or his 
officers or employees to conduct the 
activity, then only such parts or por- 
tions of the return, or only the return 
with taxpayer identity information de- 
leted, should be disclosed. 

(c) Notification requirements. Each 
officer or employee of any person to 
whom returns or return information is 
or may be disclosed as authorized by 
paragraph (a) of this section shall be 
notified in writing by such person that 
returns or return information disclosed 
to such officer or employee can be used 
only for a purpose and to the extent 
authorized by paragraph (a) of this 
section and that further disclosure of 
any such returns or return information 
for a purpose or to an extent unauthor- 
ized by such paragraph constitutes a 
felony, punishable upon conviction by 
a fine of as much as $5,000, or im- 
prisonment for as long as 5 years, or 
both, together with the costs of prose- 
cution. Such person shall also so notify 
each such officer and employee that 
any such unauthorized further disclo- 
sure of returns or return information 
may also result in an award of civil 
damages against the officer or employee 
in an amount not less than $1,000 with 
respect to each instance of unauthor- 
ized disclosure. 


(d) Safeguards. Any person to 
whom a return or return information 
is disclosed as authorized by paragraph 
(a) of this section shall comply with 
all applicable conditions and require- 
ments which may be prescribed by the 
Internal Revenue Service for the pur- 
poses of protecting the confidentiality 
of returns and return information and 
preventing disclosures of returns or 
return information in a manner un- 


authorized by paragraph (a). The 
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terms of any contract between the 
Service and a person pursuant to 
which a return or return information 
is or may be disclosed by the Service 
for a purpose described in paragraph 
(a) shall provide, or shall be amended 
to provide, that such person, and 
officer and employees of such person, 
shall comply with all such applicable 
conditions and restrictions as may be 
prescribed by the Service by regula- 
tion, published rules or procedures, or 
written communication to such person. 
If the Service determines that any per- 
son, or an officer or employee of any 
such person, to whom returns and 
return information has been disclosed 
as provided in paragraph (a) has 
failed to, or does not, satisfy such pre- 
scribed conditions or requirements, the 
Service may take such actions as are 
deemed necessary to ensure that such 
conditions or requirements are or will 
be satisfied, including suspension or 
termination of any duty or obligation 
arising under a contract referred to in 
this paragraph or suspension of dis- 
closures otherwise authorized by para- 
graph (a), until the Service deter- 
mines that such conditions and re- 
quirements have been or will be 
satisfied. 


Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, it 
is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of title 5 of the United States Code or 
subject to the effective date limitation 
of subsection (c) of that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 6103(n) and 7805 of the Inter- 
nal Revenue Code of 1954 (90 Stat. 
1681, 68A Stat. 917, 26 U.S.C. 6103 
(n), 7805).) 


Dona.p C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved December 29, 1976. 


Wi1u1aM M. Go .psTEIN, 
Deputy Assistant Secretary of the 
Treasury. 


(Filed by the Office of the Federal Regis- 
ter on December 30, 1976, 12:18 PM, 
and published in the issue of the Federal 
Ta for January 5, 1977, 42 F.R. 
1030 





Section 6107.—Income Tax Return 
Preparer Must Furnish Copy of 
Return to Taxpayer and Must Re- 
tain A Copy or List 


26 CFR 404.6107-1: Income tax return 
preparer must furnish copy of return to 
preparer and must retain a copy or list. 
(Also Section 6109; 404.6109-1.) 


T.D. 7473 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER 1, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
certain requirements for income tax 
return preparers 


DEPARTMENT OF THE TREASURY, 
OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 


To Officers and Employees of the 
Internal Revenue Service and 
Others Concerned: 


Preamble 


This document contains amend- 
ments to the temporary regulations on 
procedure and administration (26 
CFR Part 404) under sections 6107 (b) 
and 6109(a) (4) of the Internal Reve- 
nue Code of 1954 as added or amended 
by section 1203 of the Tax Reform 
Act of 1976 (Pub. L. 94-455, 90 Stat. 
1688 [1976-3 C.B. (Vol. 1) 164]) in 
order to modify certain requirements 
for income tax return preparers with 
respect to the preparation of returns 
of tax and claims for refund of tax 
under subtitle A of the Code. 


The amendments to the temporary 


regulations require certain income tax 
return preparers to retain a record 
with respect to each return or claim 
for refund prepared of the name of the 
individual preparer who is required to 
sign such return or claim. The amend- 
ments also modify the commencement 
of the 3-year period during which 
certain materials are required to be 
retained by certain income tax return 
preparers. Finally, the amendments 
require permission from the Assistant 
Commissioner (Accounts, Collection 
and Taxpayer Service) for the use of 
the preparer’s postal zip code (in lieu 
of the complete business address) on 
returns and claims for refund pre- 
pared by income tax return preparers. 

The amendment pertaining to the 
3-year period for retention of certain 
material by income tax return pre- 
parers is effective immediately. The 
other two amendments are effective 
with respect to returns and claims pre- 
sented to taxpayers (for filing) after 
April 30, 1977. 

The principal draftsperson of this 
regulation was Elsie S. Little of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, In- 
ternal Revenue Service. However, per- 
sonnel from other offices of the In- 
ternal Revenue Service and Treasury 
Department participated in developing 
the regulation, both on matters of 
substance and style. Miss Little may 
be contacted at 202-566-3926 or by 
mail at 1111 Constitution Avenue, 
N.W., Washington, D.C. 20224. 


Adoption of amendments to the regu- 
lations 

In order to prescribe amendments 
to the temporary regulations on pro- 
cedure and administration relating to 
certain requirements for income tax 
return preparers under sections 6107 
(b) and 6109(a) (4) of the Internal 
Revenue Code of 1954 as added or 
amended by section 1203 of the Tax 
Reform Act of 1976 (Pub. L. 94-455, 
90 Stat. 1688), the following amend- 
ments to the temporary regulations are 
hereby adopted: 
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Paragraph 1. Section 404.6107-1 
is amended by revising paragraph (b) 
thereof to read as follows: 


§ 404.6107-1 Income tax return pre- 
parer must furnish copy of return 
to taxpayer and must retain a 
copy or list. 


* * * * * 


(b) Copy or list to be retained. Any 
person who is an income tax return 
preparer with respect to a return or 
claim for refund shall— 

(1) (1) Retain a completed copy of 
such return or claim for refund, or 

(ii) Retain, on a list, the name, tax- 
payer identification number, and ta» - 
able year of the taxpayer for whon 
such return or claim for refund was 
prepared and the type of return or 
claim for refund prepared; 

(2) Retain a record, with respect to 
each such return or claim for refund 
presented to the taxpayer (for filing) 
after April 30, 1977, of the name of 
the individual preparer required to 
sign such return or claim for refund 
pursuant to § 404.6695-1; and 

(3) Make such copy or list or rec- 
ord available for inspection upon re- 
quest by the district director. 


Such material described in this para- 
graph (b) shall be retained and kept 
available for inspection upon request 
for the three year period following the 
close of the return period during which 
such return or claim for refund was 
presented to the taxpayer for filing. 
However, in the case of a return which 
becomes due during a return period 
(including extensions, if any) follow- 
ing the return period during which 
the return was presented to the tax- 
payer for filing, then such materials 
as described in this paragraph (b) 
shall be retained and kept available 
for inspection upon request for the 
three year period following the close 
of such later return period in which 
the return became due. For the defi- 
nition of the “return period” see sec- 


tion 6060(c) and § 404.6060-1 (c). 


* * * * * 


Par.2. Section 404.6109-1 is 
amended by revising paragraph (b) 
thereof to read as follows: 


§ 404.6109-1 Furnishing identifying 
number of income tax return pre- 
parer. 

* * * * * 


(b) Furnishing address. (1) Any 
return or claim for refund of tax under 
subtitle A of the Internal Revenue 
Code of 1954 which is prepared by an 
income tax return preparer shall bear 
the street address, city, state, and 
postal zip code of the preparer’s place 
of business where the return or claim 
for refund was prepared. However, 
if the place of business where the re- 
turn or claim for refund was prepared 
is not maintained by the preparer as 
a place of business on a year-round 
basis, the return or claim for refund 
shall bear the street address, city, state, 
and postal zip code of the preparer’s 
principal office or business location 
which is maintained on a year-round 
basis, or if none, the preparer’s resi- 
dence. 


(2) For purposes of satisfying the 
requirement of the first sentence of 
paragraph (b)(1) of this section, an 
income tax return preparer may re- 
quest permission to use only the postal 
zip code of such place of business as 
a satisfactory address. Any such re- 
quest for approval of the use of the 
postal zip code shall be in writing and 
addressed to the Office of the Assistant 
Commissioner (Accounts, Collection 
and Taxpayer Service), 1111 Consti- 
tution Avenue, N.W., Washington, 
D.C. 20224. Any income tax return 
preparer who has received written 
permission from an office of the In- 
ternal Revenue Service other than the 
Office of the Assistant Commissioner 
(Accounts, Collection and Taxpayer 
Service) must secure written permis- 
sion from such Office of the Assistant 
Commissioner to use only the zip code 
in lieu of the complete business ad- 
dress with respect to returns or claims 
for refund presented to the taxpayer 
(for filing) after April 30, 1977. 


Section 6109 


* * * * * 


Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury Decision, 
it is found impracticable to issue it with 
notice and public procedure thereon 
under subsection (b) of section 553 
of Title 5 of the United States Code. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805).) 


WiurM E. WILuiaMs, 
Acting Commissioner of 
Internal Revenue. 


Approved March 18, 1977. 


LAURENCE N. WoopwortTH, 
Assistant Secretary of 
the Treasury. 


(Filed by the Office of the Federal Register 
on March 30, 1977; 8:45 a.m., and pub- 
lished in the issue of the Federal Register 
for March 31, 1977, 42 F.R. 17124) 


26 CFR 404.6107-1: Income tax return 
preparer must furnish copy of return to 
taxpayer and must retain a copy or list. 


Certain requirements for income tax re- 
turn preparers with respect to the prepara- 
tion of returns of tax and claims for refund 
of tax under subtitle A of the Code. See 
T.D. 7451, page 371. 





Section 6109.—Identifying 
Numbers 


26 CFR 404.6109-1; Furnishing identifying 
number of income tax return preparer. 


Certain requirements for income tax re- 
turn preparers with respect to the prepara- 
tion of returns of tax and claims for refund 
of tax under subtitle A of the Code. See 
T.D. 7451, page 371. 


26 CFR 404.6109-1: Furnishing identifying 
number of income tax return preparer. 


Certain requirements for income tax 
return preparers with respect to the prepa- 
ration of returns of tax and claims for 
refund of tax under subtitle A of the Code. 
See T.D. 7473, page 386. 
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Section 6323 





Chapter 64.—Collection 
Subchapter C.—Lien for Taxes 





Section 6323.—Validity Against 
Mortgagees, Pledgees, Purchasers, 
and Judgment Creditors 


26 CFR 301.6323-1: Validity of lien 
against mortgagees, pledgees, purchasers, 
and judgment creditors. 

Notice of lien; one office for fil- 
ing; Massachusetts. The Service is 
eliminating its dual filing of notices 
of Federal tax liens with respect to 
personal property in Massachusetts 
after June 12, 1977, and will file 
such notices only in the office of 
the U.S. district court for the judi- 
cial district in which the taxpayer 
resides or, if State law is amended 
to comply with section 6323(f) of 
the Code, only in the one office 
designated by State law. Rev. Ruls. 
64-170, 64-252, and 66-63 super- 
seded. 


Rev. Rul. 77-61 


This Revenue Ruling modifies Rev. 
Rul. 64-170, 1964-1 (Part 1) C.B. 499, 
Rev. Rul. 64-252, 1964-2 C.B. 497 and 
Rev. Rul. 66-63, 1966-1 C.B. 287, per- 
taining to the provision in section 6323 
(f) of the Internal Revenue Code of 
1954 to the effect that notices of Fed- 
eral tax liens need only be filed in one 
office within a state or governmental 
subdivision thereof. 

Section 6323(f) of the Code pro- 
vides that notices of Federal tax liens 
shall be filed in one office within a 
state or governmental subdivision 
thereof, as designated by the laws of 
such state, in which the real or per- 
sonal property subject to the lien is 
situated. In the event that state law 
does not designate such an office, no- 
tices of Federal tax liens shall be filed 
in the office of the clerk of the United 
States district court for the judicial 
district in which the real or personal 
property subject to the lien is situated. 
Real property is deemed to be situated 
at its physical location. Personal prop- 
erty, whether tangible or intangible, is 
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deemed to be situated at the residence 
of the taxpayer at the time that the 
notice of Federal tax lien is filed. 

As indicated in Rev. Rul. 64-170, 
the provisions of the Revised Uniform 
Federal Tax Lien Registration Act, 
requiring that for personal property a 
notice of Federal tax lien be filed in 
one or more local offices depending on 
the category of the property under 
State law, conflict with section 6323 
(a) of the Code (the pertinent provi- 
sions of which are now contained in 
section 6323(f) ). Section 6323(f) re- 
quires that a notice of Federal tax lien 
be filed in the one office designated by 
State law or with the office of the clerk 
of the United States district court. 
Therefore, in states where the Revised 
Act is in effect, the Internal Revenue 
Service will file notices of Federal tax 
liens in the office of the clerk of the 
United States district court for the 
judicial district in which the taxpayer 
is domiciled (with respect to personal 
property) and in which the property 
is physically located (with respect to 
real property) . 

Rev. Rul. 64-252 amplified Rev. 
Rul. 64-170 by instituting a dual filing 
procedure for notices of Federal tax 
liens with respect to both real and per- 
sonal property, in the states of Pennsyl- 
vania, Wisconsin and Massachusetts 
where the Revised Uniform Federal 
Tax Lien Registration Act was in ef- 
fect. Rev. Rul. 64-252 provides that, 
in addition to filing a notice of Fed- 
eral tax lien with the clerk of the ap- 
propriate United States district court, 
the Service also will file such notice 
in specified town, city and county of- 
fices within the above mentioned 
states. This procedure was instituted 
in order to give these states time to 
amend their statutes to conform with 
section 6323 of the Code and for the 
convenience of persons who had occa- 
sion to search for such notices during 
the interim. Pennsylvania and Wiscon- 
sin have since revised their statutes to 
conform with section 6323. 

Accordingly, Rev. Rul. 64-252 is 
modified by deleting any reference to 


Pennsylvania and Wisconsin, since it 
no longer applies to notices of Fed- 
eral tax liens filed in these states. In 
Pennsylvania and Wisconsin, notices 
of Federal tax liens are to be filed only 
in the office designated by state law for 
such filing. 

Rev. Rul. 64-170 and Rev. Rul. 64- 
252 were modified, insofar as they re- 
late to real property in the state of 
Massachusetts, by Rev. Rul. 66-63. 
Rev. Rul. 66-63 provides that the 
Service has no objection to the provi- 
sion of Massachusetts law that requires 
that liens against real property be filed 
with the office of the register of deeds 
for the county in which the real prop- 
erty is located. Notices of Federal tax 
liens with respect to real property in 
Massachusetts will be filed with that 
office and will no longer be filed with 
the clerk of the appropriate United 
States district court. 

The statements in Rev. Rul. 64-170, 
Rev. Rul. 64-252 and Rev. Rul. 66-63, 
to the effect that when a notice of 
Federal tax lien is to be filed in the 
office of the clerk of a United States 
district court with respect to personal 
property, it shall be filed with the 
clerk for the judicial district in which 
the taxpayer is domiciled, are modified 
to conform to section 6323(f) (2) (B) 
of the Code as enacted by the Federal 
Tax Lien Act of 1966. Under section 
6323(f) (2) (B), personal property, 
whether tangible or intangible, is 
deemed to be situated at the residence 
of the taxpayer (as distinguished 
from domicile) at the time the notice 
of Federal tax lien is filed. 

Accordingly, when a notice of Fed- 
eral tax lien is to be filed in the office 
of the clerk of a United States district 
court -with respect to personal prop- 
erty, it shall be filed with the clerk for 
the judicial district in which the tax- 
payer resides at the time of filing. See 
S. Rep. 1708, 89th Cong., 2nd Sess. 
(1966), 1966-2 C.B. 876, 883. 

Rev. Rul. 66-63 and Rev. Rul. 64- 
252 are modified to the extent that 
they provide that notices of Federal 
tax liens filed in Massachusetts, with 
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respect to personal property, shall be 
filed with the clerk of the appropriate 
United States district court, after 
June 12, 1977, the Service will file 
notices of Federal tax liens in Mas- 
sachusetts, with respect to personal 
property only in the office of the clerk 
of the United States district court for 
the judicial district in which the tax- 
payer resides at the time of such filing, 
or, in the event the laws of Massachu- 
setts are amended to comply with the 
“one office” requirement of section 
6323(f) of the Code, only in the 
office designated by Massachusetts 
State law for such filing. 


The Tax Reform Act of 1976, sec- 
tion 2008(c), added to section 6323 (f) 
of the Code the additional require- 
ment for recording a notice of Federal 
tax lien in a public index at the dis- 
trict office of the Service for the dis- 
trict in which the property subject to 
the lien is situated. This requirement 
is effective, in the case of liens filed be- 
fore October 4, 1976, on the 270th day 
after October 4, 1976, or in the case 
of liens filed on or after October 4, 
1976, on the 120th day after October 
4, 1976. 

Rev. Rul. 64-170, Rev. Rul. 64- 
252, and Rev. Rul. 66-63 are modi- 
fied and, as modified, are superseded, 
since the positions stated therein are 
restated in this Revenue Ruling. 





Subchapter D.—Seizure of Property for 
Collection of Taxes 





Section 6331.—Levy and 
Distraint 


26 CFR 301.6331-1: Levy and distraint. 
Ct. D. 1983 


SUPREME COURT OF THE 
UNITED STATES 
No. 75-235 


G. M. Leasing Corp., Petitioner 
; v. 
United States et al. 
[429 U.S. 338] 


On writ of certiorari to the 
United States Court of Appeals 
for the Tenth Circuit 


[January 12, 1977] 
Syllabus 


The Internal Revenue Service (IRS), 
having investigated the income tax liability 
of a taxpayer who was a fugitive from jus- 
tice, determined deficiencies for two taxable 
years, and because of the taxpayer’s failure 
to file proper returns and his fugitive status, 
made jeopardy assessments pursuant to 
§ 6861(a) of the Internal Revenue Code 
of 1954. Petitioner corporation was deter- 
mined to be the alter ego of the taxpayer. 
Thereafter, pursuant to a decision to levy 
upon and seize automobiles registered in 
petitioner’s name in partial satisfaction of 
the assessments against the taxpayer, agents 
made warrantless seizures of several such 
automobiles from property in which peti- 
tioner had no interest. For the purpose of 
levying on other property subject to seizure, 
they also went to petitioner’s office, a cot- 
tage-type building, and made a warrantless 
forced entry. Pending further information 
as to whether the cottage was an office or a 
residence, the agents made no initial seiz- 
ures, but two days later they again entered 
the cottage without a warrant and seized 
books, records, and other property. There- 
after petitioner, claiming that it was not 
the taxpayer’s alter ego, the assessment was 
invalid, and the seizures of the automobiles 
and the contents of the office violated the 
Fourth Amendment, instituted this suit, 
seeking return of the automobiles, suppres- 
sion of evidence obtained from the seized 
documents, and damages from the IRS 
agents. The District Court entered judg- 
ment for petitioner, finding that the IRS 
agents had committed illegal searches and 
seizures in violation of the Fourth Amend- 
ment. The Court of Appeals for the most 
part reversed, ruling that the assessments 
were valid, the evidence conclusively estab- 
lished that petitioner was the taxpayer’s 
alter ego, and the warrantless searches and 
seizures were not unconstitutional. Section 
6331(a) of the 1954 Code authorizes the 
IRS to collect taxes “by levy upon all prop- 
erty and rights to property” belonging to a 
person who “neglects or refuses to pay” any 
tax, and § 6331(b) defines “levy” as in- 
cluding “the power of distraint and seizure 
by any means.” Held: 


1. This Court granted certiorari limited 
to the Fourth Amendment issue and thus 
accepts the Court of Appeals’ determina- 
tions that the assessments and levies were 
valid and that petitioner was the taxpayer’s 
alter ego. Petitioner does not challenge any 
other aspect of probable cause to believe 
that the items seized were properly subject 
to seizure, and therefore the only question 
before the Court is whether warrants were 
required. 


Section 6331 


2. The warrantless automobile seizures, 
which occurred in public streets, parking 
lots, or other open areas, involved no inva- 
sion of privacy and were not unconstitu- 
tional. Murray’s Lessee v. Hoboken Land & 
Improv. Co., 18 How. 272. 

3. The warrantless entry into the pri- 
vacy of petitioner’s office violated the 
Fourth Amendment, since “except in cer- 
tain carefully defined classes of cases, a 
search of private property without proper 
consent is ‘unreasonable’ unless it has been 
authorized by a valid search warrant.” 
Camara v. Municipal Court, 387 U.S. 523, 
528-529. 


(a) Business premises are protected by 
the Fourth Amendment, and corporations 
have Fourth Amendment rights. The intru- 
sion here was based, not on the nature of 
petitioner’s business, its license, or regula- 
tion of its activities, but on the ground that 
its assets were seizable to satisfy tax assess- 
ments, which does not justify depriving 
petitioner of its Fourth Amendment rights 
simply because it is a corporation. 

(b) Neither the history of the common 
law and the laws in several States prior to 
the adoption of the Bill of Rights nor the 
case law since that time justifies creation 
of a broad exception to the warrant re- 
quirement for intrusions in furtherance of 
tax enforcement. 

(c) Section 6331(b) must be read as 
authorizing only warrantless seizures. 

(d) This case does not fall under the 
“exigent circumstances” exception to the 
warrant requirement, as is clear from the 
agents’ own delay in making the entry in 
which the records were seized. 

4. Of the various remedy issues raised 
by petitioner, only the issue of damages 
against the individual agents need be ad- 
dressed under the limited grant of certiorari 
and in the present posture of the case. Peti- 
tioner has shown violation of its constitu- 
tional rights. Whether, as the Government 
contends, petitioner is not entitled to money 
damages if the agents acted in good faith 
should be considered by the courts below 
in the light of all the facts, including IRS 
procedures based upon Murray’s Lessee, 
supra, the existence of proof of any injury 
to petitioner resulting from the entry and 
temporary seizure of books and records, and 
the immunity issue reserved in Bivens v. Six 
Unknown Fed. Narcotics Agents, 403 U.S. 
388. : 


514 F. 2d 935, affirmed in part, reversed in 
part, and remanded. 


BLackKMUN, J., delivered the opinion for 
a unanimous Court. Burcer, C. J., filed a 
concurring opinion. 

Mr. Justice BLACKMUN delivered 
the opinion of the Court. 

We granted certiorari in this case, 
423 U. S. 1031 (1975, limited to the 
Fourth Amendment issue arising in 
the context of seizures of property in 
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partial satisfaction of income tax as- 
sessments.* 


I 


Petitioner G. M. Leasing Corp. is 
a Utah corporation organized in April 
1972; among its stated business pur- 
poses is the leasing of automobiles. 
George I. Norman, Jr., although ap- 
parently not an incorporator, officer, 
or director of petitioner, was its gen- 
eral manager. 

In 1971 Norman was tried and con- 
victed in the United States District 
Court for the District of Colorado on 
two counts of aiding and abetting a 
misapplication of funds from a feder- 
ally insured bank, in violation of 18 
U. S. C. §§ 2 and 656. He was sen- 
tenced to two consecutive two-year 
terms of imprisonment. On appeal, his 
conviction was affirmed. United States 
v. Cooper, 464 F. 2d 648, 651-652 
(CA10 1972). This Court denied cer- 
tiorari. 409 U. S. 1107 (1973). 

Norman and his wife, on Novem- 
ber 15, 1971,? filed a joint income tax 
Form 1040 for the calendar year 1970 
on which, apart from their names, ad- 
dress, social security numbers, occupa- 
tions, and dependents, they indicated 
only that their tax for that year, 
“{e|stimated,” was $280,000. The sum 
of $289,800 was transmitted when the 
Form was filed and was placed by the 
Internal Revenue Service in a suspense 
account for future credit. Apart from 
the naked figure of estimated tax, the 
return contained no information as to 
income or deductions. App. 94. 

The Normans also sought and were 
granted an extension of time within 
which to file their return for the calen- 
dar year 1971. A check for $405,125 


* The Fourth Amendment reads: 
“The right of the people to be secure in 
their persons, houses, papers, and effects, 
against unreasonable searches and seizures 
shall not be violated, and no Warrants shall 
issue, but upon probable cause, supported 
by Oath or affirmation, and particularly de- 
scribing the place to be searched, and the 
persons or things to be seized.” 

* Four extensions of time for filing had 
been granted. App. 99. 
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was given to the Service on April 15, 
1972, for application on their 1971 
tax. This check evidently was dis- 
honored. Although further extensions 
of time were granted, neither of the 
Normans ever filed a 1971 return. 

In October 1972, after Norman’s 
conviction was affirmed by the Tenth 
Circuit, the Service assigned the Nor- 
man account for 1970 and 1971 to 
agent P. J. Clayton for investigation. 
Mr. Clayton, however, took no im- 
mediate action. Id., at 66; Tr. of Oral 
Arg. 24-25. 

In March 1973, after Norman’s 
petition for a writ of certiorari had 
been denied, and after his petition for 
rehearing had also been denied, 410 
U. S. 959 (1973), he surrendered to 
the United States Marshal for the 
serving of his sentence. By a ruse, how- 
ever, he immediately disappeared. Tr. 
of Oral Arg. 6. Norman thereupon 
became a fugitive from justice; he 
was still one at the time of the oral 
argument. App. 15; Brief for Peti- 
tioner 5; Tr. of Oral Arg. 5-6. 

Upon Norman’s becoming a fugi- 
tive, the Service activated its investiga- 
tion. On March 19, it determined 
deficiencies in Norman’s income tax 
liability for 1970 and 1971 in the 
amounts of $406,099.34 and $545.,- 
310.59, respectively. App. 95. These 
were based solely on information from 
third parties concerning the amount 
of stock sales Norman made through 
various brokerage houses. Jd., at 30, 
67.4 Because of Norman’s failure to 


* At the same time, the Service deter- 
mined deficiencies in Mrs. Norman’s income 
tax liability for 1970 and 1971 in the 
amounts of $69,265.04 and $84,873.50, re- 
spectively. App. 96. Those deficiencies are 
not at issue in this case. 

“Agent Clayton, called as a witness for 
the petitioner in the present case, on cross- 
examination answered “No” to the question 
whether he was “able to get any coopera- 
tion at all” from Mr. Norman. App. 30. 
When later called as a witness on behalf of 
the respondents, Clayton also gave a nega- 
tive answer to the question whether he had 
received “any information from the tax- 
payer or his accountant or representative.” 
Id., at 66. 

Petitioner protests any adverse inference 


file appropriate returns and because 
of his fugitive status, collection of the 
taxes as so determined was regarded 
by the Service as in jeopardy; the 
deficiencies, therefore, were assessed 
forthwith pursuant to the authority 
granted by § 6861(a) of the Internal 
Revenue Code of 1954, 26 U. S. C. 
§ 6861 (a).® 

The following day revenue agents 
called at the Norman residence in 
Salt Lake City to endeavor to collect 
the taxes. Mrs. Norman answered the 
door. The agents informed her of the 
jeopardy assessments, and demanded 
payment. No payment was forthcom- 
ing, and Mrs. Norman suggested that 
the agents get in touch with her at- 
torney. App. 56. Thereafter, pursuant 
to their authority under § 6331 of the 
Code, the agents filed notice of tax 
liens with the Salt Lake County Re- 
corder’s Office and levied on a bank 
account of Norman. App. 95, 58. 

While the agents were at the Nor- 
man residence, they observed auto- 
mobiles parked in the driveway. Later, 
upon checking with the Utah Motor 
Vehicle Division, they learned that 
these vehicles were registered in the 
name of petitioner or in the name of 
another corporation owned by Nor- 
man, and that no automobile was 
registered in Norman’s name or in that 





that might flow from this testimony and 
asserts that there is no evidence that Clay- 
ton requested assistance from Norman or 
his representatives who had filed powers of 
attorney with the Service. Reply Brief for 
Petitioner 3-4. Counsel for respondents at 
oral argument stated: “I want to correct 
any wrong implication, if there is one, that 
they received no cooperation from Mr. Nor- 
man. . . . [NJobody had asked him prior to 
that time [his becoming a fugitive] for coop- 
eration.” Tr. of Oral Arg. 25. 

5 Jeopardy assessments of the determined 
deficiencies in Mrs. Norman’s taxes were 
also made on March 19. App. 97. 

The notice which is required after jeop- 
ardy assessment by § 6861(b) of the Code 
enables the taxpayer to file a petition with 
the United States Tax Court for a redeter- 
mination of the deficiency. See Laing v. 
United States, 423 U.S. 161 (1976) [1976- 
1 C.B. 388]. A timely notice was sent to 
Norman, and a petition was filed on his 
behalf with the Tax Court. His case awaits 
trial there (Docket No. 6000-73). 








of | 
lear 
to ¢ 








‘ause 
the 
rded 

the 


ssed 
rity 
Tal 


ents 


lect 
the 
the 
ded 
om- 
hat 


ant 
the 
tax 
Re- 


unk 





of his wife. Id., at 73-74. They also 
learned that petitioner had no license 
to conduct business within Salt Lake 
County and had no telephone listing. 
Id., at 74. It was further ascertained 
that, pursuant to the request of the 
Utah Department of Employment 
Security, petitioner had filed a Status 
Report. That report described the cor- 
poration’s principal business activity 
as “Leasing Luxury Automobiles, 
Boats, etc.” It recited that the cor- 
poration’s “average number of em- 
ployees” was zero and that it had 
paid no wages while it was in existence 
during the last three quarters of 1972 
or thus far in 1973. Id., at 91-92. On 
its Utah Sales and Use Tax Return 
for the second quarter of 1972, the 
corporation reported no sales. Jd., at 
93. The agents regarded the auto- 
mobiles seen at the Norman residence 
as “show” or “collector” cars and not 
the type “that would normally be 
used in a leasing business.” Jd., at 74. 


All these facts suggested to the 
agents that petitioner corporation was 
not engaged in any business activity 
but, instead, was Norman’s alter ego 
and a repository of at least some of 
his personal assets. The agents con- 
sulted with the Service’s Regional 
Counsel. With his concurrence, the 
conclusion was drawn that the assets 
of the corporation actually belonged 
to Norman. Accordingly, the decision 
was made to levy upon and seize auto- 
mobiles titled in petitioner’s name in 
partial satisfaction of the assessments 
against Norman. Id., at 75-76. 

On or about March 21, two days 
after the jeopardy assessments, reve- 
nue officers, without a warrant, seized 
several automobiles. Among them 
were a 1972 Stutz, a Rolls Royce 
Phantom V, a 1930 Rolls Royce Phan- 
tom I, two 1971 Stutzes, and a Jaguar. 
Three were taken at two different 
locations in Salt Lake City; two at the 
Century Plaza parking lot in Los 
Angeles, Cal.; and one near Norman’s 
residence in Salt Lake City. Id., at 
121, 129; Tr. of Oral Arg. 13-14. None 


of the cars was on property in which 
petitioner had an interest. All were 
registered in petitioner’s name. App. 
75-76. The officers left a Chevrolet 
and a station wagon for the personal 
use of Mrs. Norman and her family.® 
Id., at 58. 

Also on March 21, revenue officers 
went to petitioner’s office in Salt Lake 
County to levy on property subject to 
seizure, including the building itself. 
Id., at 19. They had information that 
one, and possibly two, luxury automo- 
biles might be there. Upon learning 
that a car was in the garage on the 
premises, they telephoned their super- 
ior, Bert Applegate, and asked him to 
come out to assist. Id., at 77-79. The 
premises consisted of a cottage-type 
building and the garage. When Apple- 
gate arrived, a locksmith was there. 
He already had removed the lock 
from the garage door at the direction 
of the officers. A Stutz automobile was 
inside. The locksmith also had re- 
moved the lock on the cottage’s rear 
door. Id., at 80-81. 

Applegate entered the cottage. He 
observed that its outward appearance 
was such that it could be a residence. 
He noticed a kitchen. He instructed 
the officers not to proceed with the 
seizure of any property there until the 
status of the cottage could be con- 
firmed.’ Id., at 81, 23-24. The officers 
then left the cottage without taking 
anything, and its lock was replaced. 
Id., at 82. 

While the officers were in the cot- 
tage, Norman’s son, George I. Nor- 


®° The two automobiles seized in Los An- 
geles were a two-door tan Stutz, valued at 
$30,000, and a four-door burgundy Stutz, 
valued at $100,000. They were financed by 
loans from Murray First Thrift. Following 
the levy, Murray foreclosed its own liens 
and arranged with Norman’s attorney for 
the sale of the automobiles. App. 33, 122. 
It appears that the Government did not 
participate in those transactions and re- 
oy no portion of the proceeds of the 
sales. 

™ The Internal Revenue Service Manual, 
J 5341, instructs that if an occupant of a 
private residence denies a revenue officer 
permission to enter, the officer should not 
attempt entry by force. 
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man III, age 19 and listed as a de- 
pendent on the 1970 Form 1040, 
appeared. He told the officers that the 
Stutz belonged to the petitioner 
corporation, and not to Norman. /d., 
at 80, 34. He testified that he was 
living at the cottage “as security.” 
Id., at 34. He was asked to provide 
evidence as to the car’s ownership. A 
decision was made not to seize the 
automobile at that time. 


Information then came to Apple- 
gate, primarily from a Mr. Redd who 
was a contractor for Norman, that the 
cottage was a place of business and not 
a residence. IJd., at 79. In addition, 
there was activity at the cottage that 
night; the lights were on and boxes 
were being moved. The next morning 
the Stutz was not in the garage.® Id., 
at 83. Sometime during the next two 
days, a decision was made to seize the 
cottage, its furnishings and any other 
assets there. On March 23,*° agents, 
acting without a warrant, and with 
the assistance of locksmiths and the 
equipment of a private van and stor- 
age firm, entered the cottage and re- 
moved its remaining contents, includ- 
ing furnishings and books and records. 
An inventory was made of the prop- 
erty so seized. The agents hoped to 
examine the books and records to see 
if they contained stock certificates or 
information concerning the location of 
other assets. The Regional Counsel, 
however, instructed them to pack the 
books and records, seal the boxes, and 
remove them to a safe storage place. 
Id., at 83-88. 


® The Service later found this particular 
automobile at another location. App. 83. It 
had been moved by Norman’s son after the 
revenue agents had left on March 21. Id., 
at 34. 


® Title to the cottage was in the name of 
Real Estate, Inc., a corporation the Service 
determined to be the alter ego of Mrs. Nor- 
man. App. 97. That corporation is not a 
party to the present suit and the relief peti- 
tioner requests does not include the return 
of the cottage. 


There is some evidence in the record 
that this took place on March 22 rather 
than March 23. App. 34, 59, 77. 
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In May, petitioner corporation in- 
stituted this suit. By its amended com- 
plaint it asserted a claim for wrongful 
levy, with a request for the return of 
the automobiles; a claim for sup- 
pression of all evidence obtained from 
the seized documents; and a claim 
against the agents for damages. Id., at 
105-112. It alleged that the assess- 
ments were arbitrary and capricious, 
that petitioner was not an alter ego of 
Norman, and that the levy upon its 
premises and the contents violated the 
Fourth Amendment. Ibid. 

Shortly thereafter, the Service re- 
turned to the cottage the originals of 
the records and documents that had 
been seized. In the meantime, how- 
ever, they had been photocopied." 
By a second amendment to petitioner’s 
complaint, id., at 124, punitive dam- 
ages, among other relief, were re- 
quested. 

Norman’s son filed a complaint in 
intervention, id., at 112-117, alleging 
essentially the same facts and request- 
ing similar relief. The District Court 
allowed his intervention, The Govern- 
ment then filed a counterclaim seek- 
ing foreclosure of the tax liens against 
the property held in petitioner’s name. 
Id., at 127-134. 

At the ensuing trial before the court 
without a jury there was testimony 
that Norman himself originally held 
title to some of the automobiles regis- 
tered in petitioner’s name, id., at 37; 
that petitioner had no employees and 
did not lease any cars, id., at 37, 39; 
that petitioner’s only assets were 
luxury or vintage model automobiles; 
that the cars had not been transferred 
to it until at or near the end of 1972; 
and that petitioner never issued any 
stock, held any director’s meetings, 


“The respondents in their brief state 
that while the case was pending on appeal 
to the Tenth Circuit the Service voluntarily 
destroyed all existing photocopies of the 
seized books and records. Brief for Re- 
spondents 16 n. 9, 76-77, and n. 43. Peti- 
tioner concedes that the seized documents 
have been returned and the photocopies 
destroyed. Tr. of Oral Arg. 14-15. 
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or engaged in any business.’* Id., at 
43-45, 

The District Court entered judg- 
ment for petitoner and for the inter- 
vener. It found that the premises in 
question were the offices of petitioner 
and the residence of the intervener; 
that the revenue officer-defendants 
had no search warrant; that they 
forcibly entered the premises on 
March 23 and again on March 25;18 
that they made the entry, search, and 
seizure “knowing full well that they 
were violating the rights” of petitioner, 
the intervener, “and others’; that 
agent Clayton committed the entry 
“maliciously”; that the defendants 
returned the books and records that 
had been seized but photostated them 
and retained the photostats; that the 
defendants levied upon and seized all 
the assets of petitioner, including seven 
automobiles and a bank account; that 
they disposed of two of the automo- 
biles and stored the others in Salt Lake 
City; that the assessments of taxes, 
penalties, and interest against Norman 
and his wife for 1970 and 1971 were 
erroneous; that Norman and his wife 
had no liability for federal income tax, 
penalties, or interest for those years; 
that petitioner had “engaged in sub- 
stantial business activity in prepara- 
tion for its business purpose of leasing 
automobiles”; that it was not con- 
trolled solely by Norman or his wife; 
that it was not an alter ego of Nor- 
man or his wife; and that it was not 
their nominee. The court concluded 
that the revenue officer-defendants 
committed an illegal search and sei- 
zure of petitioner’s offices and the in- 
tervener’s residence, in violation of the 
Fourth Amendment; that the photo- 
copies of the seized books and records 
in the possession of the Service should 
be destroyed because any use of them 
would be illegal; that petitioner and 


% There was conflicting testimony as to 
whether stock was issued. Tr., Vol. 1, pp. 

** This date appears to be an error. See 
also n. 9, ante. 


the intervener were entitled to general 
and punitive damages in amounts to 
be determined; that the Government’s 
counterclaim should be dismissed with 
prejudice; that the Service should re- 
turn all the seized assets of petitioner 
and of the intervener; and that judg- 
ment should be awarded against the 
United States in favor of petitioner for 
the value of the two automobiles that 
had been sold. Jd., at 136-142. Judg- 
ment, including injunctive relief for 
the return of the automobiles and the 
books and records, and for the destruc- 
tion of the photocopies, was entered 
accordingly. Id., at 142-144. 

The Court of Appeals, for the most 
part, reversed. 514 F. 2d 935 (CA10 
1975). It ruled that the evidence con- 
clusively established that petitioner 
was Norman’s alter ego so that its 
assets could be seized to satisfy Nor- 
man’s income tax liability; that the 
District Court’s finding to the con- 
trary was clearly erroneous; that peti- 
tioner had not sustained its burden of 
proving the assessments to be erron- 
eous; and that the trial court erred in 
invalidating the assessments and in 
dismissing the Government’s counter- 
claim. In regard to the claim of illegal 
search and seizures, the Court of Ap- 
peals held: 

“The refusal to pay authorized ap- 
pellants to collect the tax by levy, 
and this included the power of ‘seizure 
by any means.’ Thus appellants were 
acting pursuant to statute and did not 
commit an illegal search. The trial 
court’s order returning the assets and 
suppressing the documents is im- 
proper.” (Footnote omitted.) Id., at 
941. 


The court also ruled that there was 
no evidence to support the trial court’s 
finding that Clayton’s participation 
“was of a malicious character.” Ibid. 
In accord with a concession by the 
Government, the Court of Appeals 
affirmed the trial court’s judgment in- 
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sofar as it ordered the return of cer- 
tain shares of stock to the intervener.' 


II 


A. Section 6331(a) of the 1954 
Code authorizes the Secretary or his 
delegate to collect taxes “by levy upon 
all property and rights to property” 
belonging to a person who “neglects or 
refuses to pay” any tax “or on which 
there is a lien . . . for the payment 
of such tax.” 7° Section 6331(b), and 


as including “the power of distraint 
and seizure by any means.” Both real 
estate and personal property, tangible 
and intangible, are subject to levy. 
Levy upon tangible property normally 
is effected by service of forms of Levy 
or Notice of Levy and physical seizure 
of the property. Where that is not 
feasible, the property is posted or 
tagged. Because intangible property is 
not susceptible to physical seizure, 
posting, or tagging, levy upon it is 


“This portion of the judgment of the 
Court of Appeals affirming the trial court 
is not before us. Neither is any right of’ the 
intervener at issue here. Tr. of Oral Arg. 
13. 

* Section 6331 reads in part: 

“(a) Authority of Secretary or delegate. 

“If any person liable to pay any tax 
neglects or refuses to pay the same within 
10 days after notice and demand, it shall 
be lawful for the Secretary or his delegate 
to collect such tax (and such further sum 
as shall be sufficient to cover the expenses 
of the levy) by levy upon all property and 
rights to property (except such property 
as is exempt under section 6334) belonging 
to such person or on which there is a lien 
provided in this chapter for the payment of 
such tax... . If the Secretary or his dele- 
gate makes a finding that the collection of 
such tax is in jeopardy, notice and demand 
for immediate payment of such tax may be 
made by the Secretary or his delegate and, 
upon failure or refusal to pay such tax, 
collection thereof by levy shall be lawful 
without regard to the 10-day period pro- 
vided in this section. 

“(b) Seizure and sale of property. 

“The term ‘levy’ as used in this title in- 
cludes the power of distraint and seizure by 
any means. A levy shall extend only to 
property possessed and obligations existing 
at the time thereof. In any case in which 
the Secretary or his delegate may levy upon 
property or rights to property, he may seize 
and sell such property or rights to property 
(whether real or personal, tangible or in- 
tangible) .” 


effected by serving the appropriate 
form upon the party holding the 
property or rights to property. See 
Treas. Regs. § 301.6331-1(a) (1) 
(1976). See also Phelps v. United 
States, 421 U.S. 330, 335-337 (1975) 
[1975-1 C.B. 372]. And the Court has 
recognized that compulsion on the 
part of the Service occasionally is re- 
quired in the enforcement of the reve- 
nue laws. See United States v. Bis- 
ceglia, 420 U. S. 141, 145 (1975) 
[1975-1 C.B. 379]. Indeed, one may 
readily acknowledge that the existence 
of the levy power is an essential part 
of our self-assessment tax system and 
that it enhances voluntary compliance 
in the collection of taxes that this 
Court has described as “the life-blood 
of government, and their prompt and 
certain availability an imperious 
need.” Bull v. United States, 295 
U. S. 247, 259 (1935). 

Under § 6321 of the Code,’® the 
assessments against Norman were a 
lien in favor of the United States upon 
all property belonging to Norman. If 
petitioner was Norman’s alter ego, it 
had no countervailing effect for pur- 
poses of his federal income tax. Grif- 
fiths v. Commissioner, 308 U. S. 355 
§ 7701(a) (21) as well, define “levy” 
(1939) ; Higgins v. Smith, 308 U. S. 
473, 476 (1940). It would then fol- 
low that the Service could properly 
regard petitioner’s assets as Norman’s 
property subject to the lien under 
§ 6321, and the Service would be em- 
powered, under § 6331, to levy upon 
assets held in petitioner's name in 
satisfaction of Norman’s income tax 
liability. See United States v. Plastic 
Electro-Finishing Corp., 313 F. Supp. 
330, 333-334 (EDNY 1970), aff'd, 71- 
1 USTC {[ 9421 (CA2 1971). 


* Section 6321 reads: 

“Tf any person liable to pay any tax ne- 
glects or refuses to pay the same after de- 
mand, the amount (including any interest, 
additional amount, addition to tax, or as- 
sessable penalty, together with any costs 
that may accrue in addition thereto) shall 
be a lien in favor of the United States upon 
all property and rights to property, whether 
real or personal, belonging to such person.” 
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B. Our grant of certiorari was 
limited to the Fourth Amendment 
issue, and we declined to review peti- 
tioner’s and Norman’s son’s claims 
that the assessments and levies should 
have been voided and that petitioner 
was not Norman’s alter ego. Petition 
for Certiorari 2, 3.17 We therefore 
approach this case accepting the 
Court of Appeals’ determinations that 
the assessments and levies were valid 
and that petitioner was Norman’s 
alter ego. Those facts necessarily es- 
tablish probable cause to believe that 
assets held by petitioner were properly 
subject to seizure in satisfaction of 
the assessments. Petitioner does not 
claim that there was no probable cause 
to believe that the automobiles were 
held by petitioner, nor does it claim 
that there was no probable cause to 
believe that its offices would contain 
other seizable goods. There being 
probable cause for the search and 
seizures, the only questions before the 
Court are whether warrants were re- 
quired to make “reasonable” either 
the seizures of the cars or the entry 
into and seizure of goods in the 
cottage. 

C. The seizures of the automobiles 
in this case took place on public 
streets, parking lots, or other open 
places, and did not involve any in- 
vasion of privacy. In Murray’s Lessee 
v. Hoboken Land & Improv. Co., 18 
How. 272 (1856), this Court held that 
a judicial warrant is not required for 
the seizure of a debtor’s land in satis- 
faction of a claim of the United States. 
The seizure in Murray's Lessee was 
made through a transfer of title which 
did not involve an invasion of privacy. 
The warrantless seizures of the auto- 
mobiles in this case are governed by 
the same principles and ‘therefore 
were not unconstitutional. See also 
Hester v. United States, 265 U. S. 57 
(1924) (liquor seized in open field) .** 


™ This effectuated a denial of the son’s 
petition for certiorari. 

**If additional support were needed for 
this result, it is found in the Court’s deci- 
sions sustaining the right of the Govern- 
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D. The seizure of the books and 
records, however, involved intrusion 
into the privacy of petitioner’s offices. 
Significantly, the Court has said: 

“[O]ne governing principle, justified 
by history and by current experience, 
has consistenly been followed: except 
in certain carefully defined classes of 
cases, a search of private property 
without proper consent is ‘unreason- 
able’ unless it has been authorized by a 
valid search warrant.” Camara v. 
Municipal Court, 387 U.S. 523, 528- 
529 (1967). 


See Coolidge v. New Hampshire, 403 
U. S. 443, 454-455 (1971) ; id., at 512 
(WuirE, J., concurrng and dissent- 
ing) ; Stoner v. California, 376 U. S. 
483 (1964) ; United States v. Jeffers, 
342 U.S. 48 (1951); McDonald v. 
United States, 335 U. S. 451 (1948) ; 
Agnello v. United States, 269 U. S. 
20 (1925). 

The respondents do not contend 
that business premises are not pro- 





ment to collect taxes by summary adminis- 
trative proceedings. Thus, in Bull v. United 
States, 295 U.S. 247, 260 (1935), it was 
stated that a tax assessment “is given the 
force of a judgment, and if the amount 
assessed is not paid when due, administra- 
tive officials may seize the debtor’s property 
to satisfy the debt.” See also Cheatham v. 
United States, 92 U.S. 85, 87-90 (1875); 
State Railroad Tax Cases, 92 U.S. 575, 
612-615 (1875); Graham v. du Pont, 262 
U.S. 234, 255 (1922). The rationale un- 
derlying these decisions, of course, is that 
the very existence of government depends 
upon the prompt collection of the revenues. 
In Phillips v. Commissioner, 283 U.S. 589, 
596-597 (1931), the Court rejected a con- 
stitutional challenge to the statutory system 
under which taxes may be collected sum- 
marily without a pre-seizure judicial hear- 
ing. It was held that as long as there was 
an adequate opportunity for a post-seizure 
determination of the taxpayer’s rights, the 
statute met the requirements of due proc- 
ess. See Commissioner v. Shapiro, 424 U.S. 
614, 630-633 (1976) [1971-1 C.B. 399]; 
Fuentes v. Shevin, 407 U.S. 67, 91-92 
(1972). These cases, of course, center upon 
the Due Process Clause rather than the 
Fourth Amendment, but the constitutional 
analysis is similar and yields a like result. 
It is to be noted that the Court in Phillips, 
283 U.S., at 596, cited Murray’s Lessee 
with approval as a case which sustained 
proceedings “more summary in character’ 
and “involving less directly the obligation 
of the taxpayer.” 
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tected by the Fourth Amendment. 
Such a proposition could not be de- 
fended in light of this Court’s clear 
holdings to the contrary. See v. City 
of Seattle, 387 U. S. 541 (1967); 
Go-Bart Co. v. United States, 282 
U. S. 334 (1931); Silverthorne Lum- 
ber Co. v. United States, 251 U. S. 
385 (1920). Nor can it be claimed 
that corporations are without some 
Fourth Amendment rights. Go-Bart 
Co. v. United States, supra; Silver- 
thorne Lumber Co. v. United States, 
supra; Oklahoma Press Pub. Co. v. 
Walling, 327 U. S. 186, 205-206 
(1946) ; Hale v. Henkel, 201 U. S. 43, 
75-76 (1906). Cf. California Bankers 
Assn. v. Shultz, 416 U. S. 21 (1974) ; 
Federal Trade Comm’n v. American 
Tobacco Co., 264 U.S. 298, 305-306 
(1924) ; Wilson v. United States, 221 
U. S. 361, 375-376 (1911); Consoli- 
dated Rendering Co. v. Vermont, 207 
U. S. 541, 553-554 (1908). 

The Court, of course, has rec- 
ognized that a business by its special 
nature and voluntary existence, may 
open itself to intrusions that would 
not be permissible in a purely private 
context. Thus, in United States v. 
Biswell, 406 U. S. 311 (1972), a war- 
rantless search of a locked storeroom 
during business hours, pursuant to the 
inspection procedure authorized by the 
Gun Control Act of 1968, 18 U. S. C. 
§ 923(g), was upheld: 

“When a dealer chooses to engage 
in this pervasively regulated business 
and to accept a federal license, he does 
so with the knowledge that his busi- 
ness records, firearms, and ammuni- 
tion will be subject to effective inspec- 


tion.” 406 U.S., at 316. 


See also Colonnade Catering Corp. v. 
United States, 397 U. S. 72 (1970) 
(Congress has broad authority to 
fashion standards of reasonableness 
for searches and seizures to regulate 
the liquor industry but failed in that 
case to authorize a_ warrantless 
search). 

In the present case, however, the in- 
trusion into petitioner’s privacy was 


not based on the nature of its business, 
its license, or any regulation of its 
activities. Rather, the intrusion is 
claimed to be justified on the ground 
that petitioner’s assets were seizable 
to satisfy tax assessments. This involves 
nothing more than the normal en- 
forcement of the tax laws, and we find 
no justification for treating petitioner 
differently in these circumstances sim- 
ply because it is a corporation. 


The respondents argue that there is 
a broad exception to the Fourth 
Amendment that allows warrantless 
intrusions into privacy in the further- 
ance of enforcement of the tax laws. 
We recognize that the “Power to lay 
and collect Taxes” is a specifically 
enunciated power of the Federal Gov- 
ernment, Const., Art. I, § 8, cl. 1, and 
that the First Congress, which pro- 
posed the adoption of the Bill of 
Rights, also provided that certain 
taxes could be “levied by distress and 
sale of goods of the person or persons 
refusing or neglecting to pay.” Act of 
March 3, 1791, c. 15, § 23, 1 Stat. 
204. This, however, relates to war- 
rantless seizures rather than to war- 
rantless searches. It is one thing to 
seize without a warrant property rest- 
ing in an open area or seizable by levy 
without an intrusion into privacy, and 
it is quite another thing to effect a 
warrantless seizure of property, even 
that owned by a corporation, situated 
on private premises to which access 
is not otherwise available for the seiz- 
ing officer. 


Indeed, one of the primary evils in- 
tended to be eliminated by the Fourth 
Amendment was the massive intrusion 
on privacy undertaken in the collec- 
tion of taxes pursuant to general war- 
rants and writs of assistance.’® As 
Madison argued, urging the adoption 


” See T. Taylor, Two Studies in Consti- 
tutional Interpretation 41 (1969); N. Las- 
son, The History and Development of the 
Fourth Amendment to the United States 
Constitution 51-78 (1937); J. Landynski, 
Search and Seizure and the Supreme Court 


30-42 (1966). 
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of a Bill of Rights to restrain the Fed- 
eral Government: 

“The General Government has a 
right to pass all laws which shall be 
necessary to collect its revenue; the 
means for enforcing the collection are 
within the direction of the Legislature: 
may not general warrants be considered 
necessary for this purpose, as well as 
for some purposes which it was sup- 
posed at the framing of their consti- 
tutions the State Governments had in 
view? If there was reason for restrain- 
ing the State Governments from exer- 
cising this power, there is like reason 
for restraining the Federal Govern- 
ment.” 1 Annals of Congress 438 (1834 
ed.). 

The respondents urge that the his- 
tory of the common law in England 
and the laws in several States prior to 
the adoption of the Bill of Rights sup- 
port the view that the Fourth Amend- 
ment was not intended to cover in- 
trusions into privacy in the enforce- 
ment of the tax laws. We do not find 
in the cited materials anything ap- 
proaching the clear evidence that 
would be required to create so great 
an exception to the Fourth Amend- 
ment’s protections against warrantless 
intrusions into privacy. 

The respondents also rely upon cer- 
tain dicta in Boyd v. United States, 116 
U.S. 616 (1886) 7° (subpoena of pri- 


” In Boyd, the Court stated: 


“The search for and seizure of stolen or 
forfeited goods, or goods liable to duties 
and concealed to avoid the payment there- 
of, are totally different things from a 
search for and seizure of a man’s private 
books and papers for the purpose of ob- 
taining information therein contained, or 
of using them as evidence against him.” 
116 U.S., at 623. 


The Court’s concern in Boyd was with 
establishing the impermissibility of the sub- 
poena of papers. It was not concerned with 
the warrant requirement for entry into pri- 
vate places. The Court, however, did say: 


“The entry upon premises, made by a 
sheriff or other officer of the law, for the 
purpose of seizing goods and chattels by 
virtue of a judicial writ, such as an attach- 
ment, a sequestration, or an execution, is 
not within the prohibition of the Fourth or 
Fifth Amendment, or any other clause of 


vate papers impermissible. But see 
Fisher v. United States, 425 U.S. 391, 
408-411 (1976) [1976-1 C.B. 411], and 
Andresen v. Maryland, — U. S. —, 
(Slip op., 7-8) (1976)). We do not 
find in Boyd any direct holding that the 
warrant protections of the Fourth 
Amendment do not apply to invasions 
of privacy in furtherance of tax collec- 
tion. Insofar as language in Boyd might 
be read so to state, we decline to follow 
those dicta into rejection of the basic 
governing principle that has shaped 
Fourth Amendment law. 

Finally, the respondents argue that 
warrantless searches are justified by 
congressional enactment, as were the 
searches in Biswell and Colonnade. 
The statute, § 6331(b) of the Code, 
26 U.S.C. § 6331(b), authorizes “dis- 
traint and seizure by any means.” See 
n. 15, ante. Read narrowly, it author- 
izes the use of every means to deprive 
the taxpayer of use, enjoyment, or title 
to property (e.g., transferring title, 
asportation, immobilization). It does 
not refer to warrantless intrusions into 
privacy. The respondents, however, 
would have us read the statute to au- 
thorize such warrantless intrusions. 
They assert that a statute of that kind 
is permissible in light of the considera- 
tions discussed in Camara and See. 





the Constitution.” Id., at 624 (emphasis 
added). 


The Court was not concerned with, and 
therefore did not explain, whether the “‘ju- 
dicial writ” referred to above was necessary 
in order to meet the warrant requirements. 
The opinion does describe the “obnoxious 
writs of assistance” against which the 
Fouth Amendment was designed to protect. 
This description gives an indication of the 
types of tax-enforcement actions that the 
Amendment’s protections were intended to 
reach: 


“Even the act under which the obnoxious 
writs of assistance were issued did not go 
as far as this, but only authorized the ex- 
amination of ships and vessels, and persons 
found therein, for the purpose of finding 
goods prohibited to be imported or ex- 
ported, or on which duties were not paid, 
and to enter into and search any suspected 
vaults, cellars, or warehouses for such 
goods” (footnote omitted). Id., at 623. 
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Examination of the statute shows that 
quite the opposite is true. 

The respondents recognize that one 
of the Court’s critical concerns in 
Camara and See was the discretion of 
the seizing officers. Brief for Respond- 
ents 66. Yet § 6331 clearly gives the 
Secretary or his delegate discretion as 
to what property to seize. If more than 
one location is involved, the Secretary 
will choose which dwelling will be in- 
vaded. If property is to be found both 
in public places and in private areas, 
the Secretary may choose which to 
seize. This hardly can be called a re- 
straint on discretion. The respondents 
also recognize the concern with the 
existence of questions of disputed fact. 
They argue that in the seizure situation 
there are no such questions; yet in the 
present case the agents’ confusion over 
whether the premises were an office or 
a residence demonstrates the contrary. 

The respondents assert that the 
burden on the Government of obtain- 
ing a warrant is a relevant factor. Brief 
for Respondents 67-68. They suggest 
that the burden is great here because 
the Government is dealing with persons 
who may attempt to put their property 
beyond reach. Yet the statute author- 
izes distraint and seizure whenever a 
taxpayer neglects or refuses to pay his 
tax, and regardless of any indication 
of risk of concealment. The statute 
simply does not focus on situations in- 
volving a need for rapid action. 

The respondents argue that the in- 
terest in the collection of taxes is such 
as to bring this case within the reason- 
ing of Biswell and Colonnade. Those 
cases involved voluntary participation 
in a highly regulated activity. Section 
6331, however, covers all defaults on 
all taxes, and we are unwilling to hold 
that the mere interest in the collection 
of taxes is sufficient to justify a statute 
declaring per se exempt from the war- 
rant requirement every intrusion into 
privacy made in furtherance of any tax 
seizure. 

The respondents suggest that the 
privacy interest in business premises is 
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less than that in a private home. Even 
if correct, the assertion is irrelevant 
with respect to the intent of the stat- 
ute, for the statute makes no distinc- 
tion between business properties and 
dwelling areas. If it authorizes entries 
at all, it authorizes entries into both 
business premises and private homes. 


The respondents offer no legislative 
history in support of their reading of 
§ 6331, and to give the statute that 
reading would call its constitutionality 
into serious question. We therefore de- 
cline to read it as giving carte blanche 
for warrantless invasions of privacy. 
Rather, we give it its natural reading, 
namely, as an authorization for all 
forms of seizure, but as silent on the 
subject of intrusions into privacy. 


The intrusion into petitioner’s office 
is therefore governed by the normal 
Fourth Amendment rule that “except 
in certain carefully defined classes of 
cases, a search of private property with- 
out proper consent is ‘unreasonable’ 
unless it has been authorized by a valid 
search warrant.” Camara v. Municipal 
Court, 387 U. S., at 528-529. 


As an alternative to their argument 
that a new exception to the warrant 
requirement should be recognized, the 
respondents assert that the facts of this 
case bring it within the “exigent cir- 
cumstances” exception to the warrant 
requirement.” The agents’ own ac- 
tions, however, in their delay for two 
days following their first entry, and for 
more than one day following the obser- 
vation of materials being moved from 
the office, before they made the entry 
during which they seized the records, 
is sufficient to support the District 
Court’s implicit finding that there were 
no exigent circumstances in this case. 

We therefore conclude that the war- 
rantless entry into petitioner’s office 
was in violation of the commands of 
the Fourth Amendment. 


* There is no claim that any other ex- 
ception to the warrant requirement, such 
as “hot pursuit,” “plain view,” or “pur- 
suant to an arrest,” is applicable here. 
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This takes us to the issue of remedy. 
Specifically, petitioner, by its second 
amended complaint, prayed for (a) 
the return of the photostatic copies of 
the books and records; (b) the return 
of the automobiles; (c) a declaration 
that petitioner is not the alter ego of 
Norman or of Mrs. Norman; (d) the 
suppression of all evidence obtained 
from the books and records; (e) the 
suppression of the automobiles as evi- 
dence; (f) the release of all levies; and 
(g) general and punitive damages 
against the individual defendant- 
agents. App. 123-124. 


The alter ego issue, as has been 
noted, was denied review. The books 
and records were returned, and the 
photostatic copies concededly have 
been destroyed; that claim, thus, is 
moot. We have decided the issue of 
the legality of the seizure of the auto- 
mobiles adversely to petitioner. The 
suppression issue, as to the books and 
records, obviously is premature and 
may be considered if and when pro- 
ceedings arise in which the Govern- 
ment seeks to use the documents or 
information obtained from them. See 
Meister v. United States, 397 F. 2d 
268, 269 (CA3 1968); Hill v. United 
States, 346 F. 2d 175 (CAQ), cert. 
denied, 382 U. S. 956 (1965). And the 
irreparable injury required to support 
a motion to suppress, under Fed. Rule 
Crim. Proc. 41(e), on equitable 
grounds in advance of any proceedings, 
has not been demonstrated. Hunsecker 
v. Phinney, 497 F. 2d 29, 34 (CAS 
1974), cert. denied, 420 U. S. 927 
(1975). 

This leaves only the issue of dam- 
ages against the individual agents. The 
District Court found that agent 
Clayton “maliciously committed said 
forced entry, and search and seizure,” 
App. 138, and concluded that he and 
other individual defendants acted 
“knowing full well that they were vio- 
lating the rights of” petitioner. [bid. It 
concluded that petitioner was entitled 


to judgment for those actions. The 
Court of Appeals, in the context of its 
holding that the entry and search were 
not illegal, ruled that the finding of 
maliciousness on the part of Clayton 
was unsupported by any evidence in 
the record and was clearly erroneous, 
514 F. 2d, at 940-941. It also reversed 
the judgment awarding petitioner 
damages. Id., at 942. 


We have held above, however, that 
a warrant should have been obtained, 
under the circumstances of this case, 
before the forcible entry was effected. 
This brings into focus and for consid- 
eration this Court’s decision in Bivens 
v. Six Unknown Fed. Narcotics 
Agents, 403 U. S. 388 (1971), and the 
reservation there of the immunity 
question. The Government suggests 
that, assuming a violation of the 
Fourth Amendment by the agents, pe- 
titioner is not entitled to money dam- 
ages if the agents acted in good faith; 
that good faith was supported by the 
“apparent fact” that the agents’ con- 
duct was in conformity with standard 
Service procedures based upon Mur- 
ray’s Lessee, supra; and that the rec- 
ord justifies the conclusion that the 
agents acted in good faith. That may 
well be, but we conclude that this 
aspect of the facts, the existence of 
proof of any injury to petitioner re- 
sulting from the entry and the tempo- 
rary seizure of the books and records, 
and the immunity issue, all should be 
addressed in the first instance by the 
Court of Appeals and, if it so directs, 
by the District Court. 

The judgment of the Court of Ap- 
peals is therefore affirmed in part and 
reversed in part, and the case is re- 
manded for further proceedings con- 
sistent with this opinion. 

It is so ordered. 





Section 6334.—Property Exempt 
From Levy 


26 CFR 404.6334(d)-1: Minimum exemp- 
tion from levy for wages, salary, or other 
income. 
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T.D. 7468 
TITLE 26—INTERNAL REV- 


ENUE—CHAPTER I. SUB- 
CHAPTER F, PART 404.—TEM- 
PORARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976. 


Temporary regulations relating to 
minimum exemption from levy for 
wages, salary, and other income 

DEPARTMENT OF THE TREASURY, 

OFFICE OF COMMISSIONER OF 
INTERNAL REVENUE, 
Washington, D.C. 20224. 
To Officers and Employees of the In- 
ternal Revenue Service and 
Others Concerned: 


Preamble 


This document contains temporary 
regulations on procedure and admin- 
istration (26 CFR Part 404) under 
section 6334(d) of the Internal Rev- 
enue Code of 1954 as added by the 
Tax Reform Act of 1976 (Public Law 
94-455 [1976-3 C.B. (Vol. 1) 185]), 
in order to provide rules relating to 
minimum exemption from levy for 
wages, salary, or other income. These 
temporary regulations apply to levies 
made after February 28, 1977 (Public 
Law 94-528 [1976-2 C.B. 553] post- 
poned an original effective date of 
January 1, 1977), and are to remain 
in force until superseded by permanent 
regulations. 

Under section 6331 of the Internal 
Revenue Code of 1954, if an individ- 
ual liable for any tax neglects or re- 
fuses to pay such tax within 10 days 
after notice and demand, the tax may 
be collected by levy upon property or 
rights to property belonging to such 
individual, including amounts payable 
to or received by him as wages, salary, 
or other income. 

Under sections 6331(d)(3) and 
6334(a) (9), which were added by 
the Tax Reform Act of 1976, a levy 
upon wages or salary is continuous 
from the date the levy is first made 
until the liability giving rise to the 


levy is satisfied or becomes unenforce- 
able by reason of lapse of time, but 
during such time certain amounts pay- 
able to or received by an individual 
as wages on salary for personal 
services, Or as income from other 
sources, are exempt. 

These temporary regulations pro- 
vide rules under section 6334(d) by 
which amounts so exempt from levy 
are to be determined. 

The principal draftsperson of this 
regulation was Richard Johnson of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, Inter- 
nal Revenue Service. However, person- 
nel from other offices of the Internal 
Revenue Service and Treasury De- 
partment participated in developing 
the regulation, both on matters of sub- 
stance and style. Mr. Johnson may be 
contacted at 202-566-3603 or by mail 
at 1111 Constitution Avenue, N.W., 
Washington, D.C. 20224. 


Adoption of regulations 


In order to prescribe temporary 
regulations relating to minimum ex- 
emption from levy for wages, salary, 
and other income pursuant to section 
6334(d) of the Internal Revenue 
Code of 1954, as added by the Tax 
Reform Act of 1976 (Public Law 94- 
455), the following regulations are 
hereby adopted: 


404.6334(d)-1. Minimum exemption 
from levy for wages, salary, or other 
income. 

(a) In general. Under section 6331 
(a), if an individual liable for any 
tax neglects or refuses to pay such 
tax within 10 days after notice and 
demand, the tax may be collected by 
levy upon property or rights to prop- 
erty belonging to such individual, in- 
cluding amounts payable to or re- 
ceived by him as wages, salary, or 
other income. Under section 6331 (d) 
(3), a levy upon wages or salary is 
continuous from the date the levy is 
first made until the liability giving 
rise to the levy is satisfied or becomes 
unenforceable by reason of lapse of 
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time. Under section 6334(a) (9) , how- 
ever, certain amounts payable to or 
received by an individual as wages 
or salary for personal services, or as 
income from other sources, are exempt 
from levy. Under section 6334(d), 
amounts so exempt are determined by 
taking into account (1) the individual’s 
payroll period, i.e., the basis (whether 
weekly, biweekly, | semimonthly, 
monthly, or ctherwise) on which the 
individual is paid or receives wages, 
salary, or other income, and (2) the 
number of certain other persons de- 
pendent upon the individual for their 
support during each such payroll 
period. Paragraph (b) of this sec- 
tion prescribes rules for determining 
an individual’s payroll period. Para- 
graph (c) of this section contains rules 
relating to the minimum amount of 
wages, salary, or other income which 
is exempt from levy for each such pay- 
roll period, and the additional amount 
which is exempt for each person who 
is claimed as a dependent of the 
individual pursuant to paragraph (d) 
of this section. 

(b) Determination of payroll 
period. For purposes of determining 
the amount of wages, salary, or other 
income exempt from levy pursuant to 
section 6334(a) (9) and this section— 

(1) Regularly used calendar 
periods. In the case of a levy on wages, 
etc. paid on the basis of an established 
calendar period regularly used by the 
employer for payroll purposes (¢.g., 
weekly, biweekly, semimonthly, or 
monthly), that period shall be used as 
the individual’s payroll period. 

(2) Remuneration paid on an ir- 
regular basis. In the case of a levy 
on wages, etc. not paid on the basis 
of an established calendar period 
regularly used by an employer for 
payroll purposes, the first day of the 
individual’s payroll period shall be that 
day following the day upon which the 
wages, salary, or other income be- 
come payable to or are received by 
the individual, and the last day of the 
payroll period shall be that day upon 
which such wages, salary, or other 
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income next become payable to or 
are received by him. 

(c) Determination of exempt 
amount. For each payroll period de- 
termined pursuant to paragraph (b) 
of this section, amounts exempt from 
levy pursuant to section 6334(a) (9) 
and this section are as follows: 

(1) If such payroll period is 

‘weekly: $50, plus $15 for each person 
who is claimed as a dependent pur- 
suant to paragraph (d) of this section. 

(2) If such payroll period is bi- 
weekly: $100, plus $30 for each person 
who is claimed as a dependent pursu- 
ant to paragraph (d) of this section. 

(3) If such payroll period is semi- 
monthly: $108.33, plus $32.50 for 
each person who is claimed as a de- 
pendent pursuant to paragraph (d) of 
this section. 

(4) If such payroll period is 
monthly: $216.67, plus $65 for each 
person who is claimed as a dependent 
pursuant to paragraph (d) of this 
section. 

(5) If such payroll period is not 
weekly, biweekly, semimonthly or 
monthly: a proportionate amount 
based upon the sum of an annual ex- 
emption of $2,600 plus $780 for each 
person who is claimed as a dependent 
pursuant to paragraph (d) of this 
section. 

(d) Dependent exemption. (1) De- 
pendent defined. For purposes of this 
section, a person is a dependent of an 
individual for any payroll period of 
such individual, if— 

(i) Over half of such person’s sup- 
port for such payroll period was re- 
ceived from the individual, and 

(ii) Such person is the spouse of 
the individual, or bears a relationship 
to the individual specified in section 
152(a)(1) through (9) (relating to 
definition of dependent), and 

(iii) Such person is not a minor 
child of the individual with respect 
to whom amounts are exempt from 
levy under section 6334(a) (8) (relat- 
ing to exemption from levy for judg- 
ments for support of minor children) 


at any time during such payroll 
period: ° 


For purposes of subdivision (ii) of 
this subparagraph, “payroll period” 
shall be substituted for “taxable year” 
each place it appears in section 152 
(a) (9). 

(2) Claim for dependent exemp- 
tion. No amount prescribed by para- 
graph (c) of this section as being 
exempt from levy for each person who 
is claimed as a dependent pursuant 
to this paragraph shall be so exempt 
unless there is delivered to the em- 
ployer or other person upon whom 
notice of levy is served a written state- 
ment, signed by the individual seeking 
such exemption and containing a 
declaration that it is made under the 
penalties of perjury, which identifies, 
by name and by relationship to such 
individual, each person for whom a 
dependent exemption is claimed. 

(e) Cross references. 

(1) For the requirement for notice 
of intent to levy on salary or wages, 
see section 6331(d) (1). 

(2) For the continuing effect of a 
levy on salary or wages, see section 
6331(d) (3). 

(3) For other property exempt 
from levy, see section 6334 and § 301. 
6334-1. 

(f) Effective date. The regulations 
prescribed by this section shall apply 
with respect to levies on wages, salary, 
and other income made after Febru- 
ary 28, 1977. 

Because of the need for immediate 
guidance with respect to the provisions 
contained in this Treasury decision, 
it is found impracticable to issue it 
with notice and public procedure 
thereon under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tions 6334(d) and 7805 of the In- 
ternal Revenue Code of 1954 (90 





Stat. 1709 and 68A Stat. 917; 26 USC 
6334 and 7805) .) 


Donatp C. ALEXANDER, 
Commissioner of 
Internal Revenue. 


Approved February 23, 1977. 


Henry C, Stock 1, Jr., 
Acting General Counsel. 


(Filed by the Office of the Federal Regis- 
ter on February 25, 1977, 5:10 p.m,, 
and published in the issue of the Federal 
Register for March 2, 1977, 42 FR. 
12042) 





Chapter 65.—Abatements, Credits, and Refunds 
Subchapter A.—Procedure in General 





Section 6402.—<Authority To Make 
Credits or Refunds 


26 CFR 301.6402-2: Claims for credit or 
refund. 


T.D. 7484 


TITLE 26—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 301.—PROCE- 
DURE AND ADMINISTRA- 
TION 
Delivery of refund checks in liti- 

gated cases 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Final regulations. 


SUMMARY: This document contains 
an amendment to the regulations re- 
lating to authority to make credits or 
refunds. The amendment identifies 
who will be responsible for delivering 
a refund check to the taxpayer or the 
counsel of record in a United States 
district court proceeding. This change 
is necessary because the Department 
of Justice has revised its procedures 
for delivery of refund checks in the 
United States district court proceed- 
ings. 


DATE: This amendment to the regu- 
lations applies to claims reduced to 
judgment or settled in the course of or 
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as a result of litigation after March 
31, 1977. 


FOR FURTHER INFORMATION 
CONTACT: John H. Parcell of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
56-3287) . 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 


This document contains an amend- 
ment to the Income Tax Regulations 
(26 CFR Part 301) under section 
6402 of the Internal Revenue Code of 
1954, relating to authority to make 
credits or refunds. Previously, checks 
paying claims reduced to judgment or 
settled in the United States district 
courts had to be sent to the appropri- 
ate United States attorney. The 
United States attorney was then re- 
sponsible for delivery of the check to 
the taxpayer or the counsel of record 
in the court proceeding. After March 
31, 1977, the Tax Division, Depart- 
ment of Justice, will be responsible for 
delivery of these refund checks. Con- 
sequently, they will be sent to the 
Assistant Attorney General, Tax Divi- 
sion, Department of Justice rather 
than to the United States Attorney. 


DRAFTING INFORMATION 


The principal author of this regu- 
lation was John H. Parcell of the 
Legislation and Regulations Division 
of the Office of Chief Counsel, Inter- 
nal Revenue Service. However, per- 
sonnel from other offices of the Inter- 
nal Revenue Service and Treasury 
Department participated in developing 
the regulation, both on matters of sub- 
stance and style. 


Adoption of amendments 
to the regulations 


Accordingly, the Income Tax Regu- 
lations (26 CFR Part 301) are 
amended as set forth below: 


Section 301.6402-2 is amended by 
revising paragraph (f)(2) to read as 
follows: 


§ 301.6402-2 Claims for credit or re- 
fund. 


* * * * * 


(f) Mailing of refund check. * * * 

(2) Checks in payment of claims 
which have either been reduced to 
judgment or settled in the course or 
as a result of litigation will be drawn 
in the name of the person or persons 
entitled to the money and will be sent 
to the Assistant Attorney General, Tax 
Division, Department of Justice, for 
delivery to the taxpayer or the coun- 
sel of record in the court proceeding. 


* * * * * 


The provisions contained in this 
Treasury decision relate solely to rules 
of agency procedure. For this reason, 
it is not necessary to issue it with no- 
tice and public procedure thereon 
under subsection (b) of section 553 of 
Title 5 of the United States Code or 
subject to the effective date limitations 
of subsection (d) of that section. 

This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805). 


WriuiaM E. WILLIAMS, 


Acting Commissioner of 
Internal Revenue. 


Approved March 31, 1977. 
LauRENCE N. WoopwortH, 


Assistant Secretary 
of the Treasury. 


(Filed by the Office of the Federal Register 
on April 29, 1977, 8:45 a.m., and pub- 
lished in the issue of the Federal Regis- 
ter for May 2, 1977, 42 F.R. 22143.) 





Subchapter B.—Rules of Special Application 





Section 6416.—Certain Taxes on 
Sales and Services 


Whether a manufacturer of tread rubber 
is entitled to credit or refund with respect 
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to tax-paid rubber sold for use in recapping 
or retreading tires. See Rev. Rul. 77-90, 
page 334. 


Credit or refund of manufacturers excise 
tax where tax-paid hydraulic tailgates are 
sold on or in connection with the first re- 
tail sale of a light-duty truck. See Rev. 
Rul. 77-101, page 315. 


26 CFR 48.6416(b)-1: Readjustments of 
price on which manufacturers or retailers 
excise tax is based. 


Whether price readjustments result where 
a manufacturer reacquires new vehicles 
from its dealers and sells the vehicles to 
— dealers. See Rev. Rul. 77-142, page 





Section 6421.—Gasoline Used 
for Certain Nonhighway Purposes 
or by Local Transit Systems 

26 CFR 48.6421(a)-1: Payments to ulti- 


mate purchaser of gasoline used for certain 
nonhighway purposes. 


Definition of highway vehicle. See T.D. 
7461, page 317. 





Section 6426.—Refund of Aircraft 
Use Tax Where Plane Transports 
for Hire in Foreign Air Commerce 


26 CFR 154.4-1: Tentative tax and refunds 
where plane transports for hire in foreign 
air commerce. 


Whether use of an aircraft in certain 
flights from Washington to New York to a 
foreign destination is use in foreign air 
commerce for purposes of the refund of the 
tax imposed by section 4491 of the Code. 
See Rev. Rul. 77-52, page 348. 
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Section 6501.—Limitation on 
Assessment and Collection 


26 CFR 301.6501 (c)-1: Exceptions to gen- 
eral period of limitations on assessment 
and collection. 


Use of restricted consents extending 
period of limitation on assessment to one 
or more issues. See Rev. Proc. 77-6, page 

39. 


26 CFR 301.6501(c)-1: Exceptions to gen- 
eral period of limitations on assessment and 
collection. 


399 








Section 6501 


Whether the period of limitations on 
assessment and collection of tax has started 
when an exempt organization files an in- 
complete return. See Rev. Rul. 77-162, 
page 400. 
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Refund 





Section 6511.—Limitations on 
Credit or Refund 


26 CFR 301.6511(d)-3: Special rules ap- 
plicable to credit against income tax for 
foreign taxes. 

Foreign tax credit; limitation 
period; correction of computational 
error. An error made on a timely 
filed 1966 Federal income tax re- 
turn in the computation of the per 
country limitation on the foreign 
tax credit may be corrected within 
the 10 year period of limitations 
provided in section 6511(d)(3)(A) 
of the Code. 


Rev. Rul. 77-54 


Advice has been requested whether, 
under the circumstances described be- 
low, an error in the computation of 
the per country limitation imposed by 
section 904(a) (1) of the Internal Rev- 
enue Code of 1954 on the foreign tax 
credit allowed by section 901(b) may 
be corrected within the 10 year period 
of limitations provided in section 6511 
(d) (3) (A). 

The taxpayer has elected to use the 
per country limitation imposed by sec- 
tion 904(a) (1) of the Code in deter- 
mining the amount of foreign tax 
credit to which it is entitled under sec- 
tion 901(b). The taxpayer claimed a 
foreign tax credit of 5 x dollars on its 
timely filed 1966 calendar year Federal 
income tax return. The taxpayer’s 
total foreign tax available for credit 
before computing the per country limi- 
tation was 10 x dollars, but, due to an 
error in the computation of the per 
country limitation, the taxpayer 
claimed only 5 x dollars. 

On November 15, 1976, the tax- 
payer filed a claim for refund of 1966 
tax in the amount of 1x dollars, after 
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recomputing the foreign tax credit per 
country limitation for 1966 to be 6x 
dollars. 


Section 6511(a) of the Code re- 
quires, generally, that any claim for 
credit or refund must be filed within 3 
years from the time the return was 
filed or 2 years from the time the tax 
was paid whichever of such periods 
expires the later. 


Section 6511(d) (3) (A) of the Code 
provides that if the claim for credit or 
refund relates to an overpayment at- 
tributable to any taxes paid or accrued 
to any foreign country or U.S. posses- 
sion for which credit is allowed under 
section 901, the period, in lieu of the 
3-year period of limitation on claims 
for credit or refund of income tax pre- 
scribed by section 6511(a), shall be 
10 years from the date prescribed by 
law for filing the return for the year 
with respect to which the claim is 
made. 

Rev. Rul. 68-150, 1968-1 C.B. 564, 
provides that the 10 year period of 
limitations provided by section 6511 
(d) (3) (A) of the Code is applicable 
to claims for credit or refund based on 
the correction of mathematical errors 
in the computation of the taxes sub- 
ject to the provisions of section 6511 
(d) (3) (A), the discovery of credita- 
ble taxes which were not reported on 
the income tax return when filed, or 
any other adjustments to the size of 
the foreign tax credit, including those 
due to the payment of additional for- 
eign taxes. 

The correction of an error in com- 
putation of the per country limitation 
is an “adjustment to the size of the 
foreign tax credit” within the meaning 
of Rev. Rul. 68-150. 

Accordingly, in the instant case, an 
error in the computation of the per 
country limitation imposed by section 
904(a) (1) of the Code on the foreign 
tax credit allowed by section 901(b) 
may be corrected within the 10 year 
period of limitations provided in sec- 


tion 6511(d) (3) (A). 








Chapter 68.—Additions to the Tax, Additional 
Amounts, and Assessable Penalties 
Subchapter A.—Additions to the Tax and 
Additicnal Amounts 





Section 6651.—Failure to File Tax 
Return or to Pay Tax 


26 CFR 301.6651-1: Failure to file tax re- 
turn or to pay tax. 


Whether a taxpayer who fails to file 
Form 11-C or Form 730 is subject to the 
delinquency and fraud penalties imposed by 
sections 6651 and 6653 of the Code. See 
Rev. Rul. 77-51, page 346. 





Section 6652.—Failure to File 
Certain Information Returns, 
Registration Statements, Etc. 


26 CFR 301.6652-2: Failure by exempt 
organizations and certain trusts to file cer- 
tain returns or annual reports or to comply 
with section 6104(d) for taxable years 
beginning after December 31, 1969. 

(Also Sections 6033, 6501; 1.6033-2, 
301.6501 (c)-1.) 

Incomplete information return 
filed. An exempt organization that, 
without reasonable cause, files an 
incomplete information return on 
Form 990 by omitting material in- 
formation has failed to file a return 
for purposes of the penalty im- 
posed by section 6652(d)(1) of the 
Code and the period of limitations 
On assessment and collection of 
tax under section 6501(c)(3). 


Rev. Rul. 77-162 


Advice has been requested whether, 
under the circumstances described be- 
low, a nonprofit organization exempt 
from Federal income tax under section 
501(a) of the Internal Revenue Code 
of 1954 has failed to file a return so 
that it is liable for the penalty imposed 


- by section 6652(d) (1) and so that the 


period of limitations on assessment 
and collection of tax has not started 
under section 6501(c) (3) for the tax 
period concerned. 

The organization is required to file 
an annual return on Form 990, Re- 
turn of Organization Exempt from 
Income Tax, with the Internal Rev- 
enue Service. It has always filed the 
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required annual return on the appro- 
priate forms in advance of the due 
date. For 1975, it submitted an in- 
complete return by omitting material 
information requested on the Form 
990 for that year. The organization 
neither supplied the information after 
being requested to do so by the Service 
nor established reasonable cause for 
failure to file a complete return. 

With certain exceptions, section 
6033(a)(1) of the Code requires 
every organization exempt from taxa- 
tion under section 501(a) to file an 
annual return, stating specifically the 
items of gross income, receipts, and 
disbursements, and such other infor- 
mation for the purpose of carrying out 
the internal revenue laws as the Sec- 
retary or his delegate may by forms 
or regulations prescribe. 

Section 1.6033-2(a) (1) of the In- 
come Tax Regulations further pro- 
vides that the organizations required 
to file a return under section 6033 of 
the Code shall file an annual informa- 
tion return specifically setting forth 
the items listed in section 6033 and 
such other information as may be pre- 
scribed in the instructions issued with 
respect to the return. 

Section 6501(a) of the Code pro- 
vides time limitations for the assess- 
ment and collection of tax. However, 
section 6501(c) (3) provides that, in 
the case of failure to file a return, the 
tax may be assessed, or a proceeding 
in court for the collection of such tax 
may be begun without assessment, at 
any time. 

Section 6652(d)(1) of the Code 
provides in part that failure to file a 
return required under section 6033 on 
the date and in the manner prescribed 
will result in a penalty of $10 for each 
day during which such failure con- 
tinues, up to a maximum of $5,000, 
unless it is shown that such failure is 
due to reasonable cause. 

The legislative history of section 
6652(d) of the Code shows that Con- 
gressional concern was to ensure that 
information requested on exempt or- 





ganization returns was provided timely 
and completely so that the Service 
would be provided with the informa- 
tion needed to enforce the tax laws. 
S. Rep. No. 91-552, 91st Cong., 1st 
Sess. 52 (1969) , 1969-3 C.B. 457. 

Form 990 and accompanying in- 
structions issued by the Service re- 
quest information that is necessary in 
order for the Service to perform the 
duties and responsibilities placed upon 
it by Congress for proper administra- 
tion of the revenue laws. These duties 
and responsibilities include making 
exempt organization returns available 
for public inspection as well as con- 
ducting audits of exempt organizations 
to determine their compliance with 
statutory provisions. When a return is 
submitted that has not been satisfac- 
torily completed, the Service’s ability 
to perform its duties is seriously hin- 
dered, and the public’s right to obtain 
meaningful information is impaired. 
Thus, when material information is 
omitted, a return is not completed in 
the manner prescribed by the form 
and instructions and the organization 
has not met the filing requirements of 
section 6033(a) (1) of the Code. 

Therefore, under the circumstances 
described above, the organization’s fil- 
ing of an incomplete return without 
reasonable cause is a failure to file a 
return for the purpose of imposing the 
penalty provided by section 6652(d) 
(1) of the Code. Because, under sec- 
tion 6652(d) (1), the organization is 
considered to have failed to file any 
return at all, the period of limitations 
on assessment and collection of tax 
under section 6501(c)(3) has not 
started. 





Section 6653.—Failure to Pay Tax 
26 CFR 301.6653-1: Failure to pay tax. 


Whether a taxpayer who fails to file 
Form 11-C or Form 730 is subject to the 
delinquency and fraud penalties imposed 
by sections 6651 and 6653 of the Code. 
See Rev. Rul. 77-51, page 346. 
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Subchapter B.—Assessable Penalties 





Section 6694.—Understatement of 
Taxpayer's Liability by Income Tax 
Return Preparer 


26 CFR 404,6694-1: Questions and answers 
relating to understatement of taxpayer’s 
liability by income tax return preparer. 
(Also Sections 6695, 7701; 404.6695-2, 
404.7701-1.) 


T.D. 7475 


TITLE 26.—INTERNAL REVE- 
NUE.—CHAPTER I, SUBCHAP- 
TER F, PART 404.—TEMPO- 
RARY REGULATIONS ON 
PROCEDURE AND ADMINIS- 
TRATION UNDER THE TAX 
REFORM ACT OF 1976 


Certain requirements for income tax 
return preparers. 


AGENCY: Internal Revenue Service, 
Treasury. 


ACTION: Temporary regulations. 


SUMMARY: This document pro- 
vides temporary regulations for paid 
preparers of income tax returns and 
claims for refund. Changes to the ap- 
plicable tax law were made by the Tax 
Reform Act of 1976. These regulations 
affect all paid income tax return pre- 
parers and provide them with the 
guidance needed to comply with the 
law. 


DATE: The regulations apply to doc- 
uments prepared after December 31, 


1976. 


FOR FURTHER INFORMATION 
CONTACT: Elsie S. Little of the 
Legislation and Regulations Division, 
Office of the Chief Counsel, Internal 
Revenue Service, 1111 Constitution 
Avenue, N.W., Washington, D.C. 
20224 (Attention: CC:LR:T) (202- 
566-3926) 


SUPPLEMENTARY 
TION: 


INFORMA- 


BACKGROUND 
This document contains temporary 
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regulations relating to certain require- 
ments for income tax return preparers 
under sections 6694, 6695 and 7701 
(a) (36) of the Internal Revenue 
Code of 1954, as added by section 
1203(a), (b) and (f) of the Tax 
Reform Act of 1976 (Pub. L. 94-455, 
90 Stat. 1688 [1976-3 C.B. (Vol. 1) 
164]). The temporary regulations pro- 

. vided by this document will remain in 
effect until superseded by final regula- 
tions on this subject. 


DISCUSSION 


The temporary regulations provide 
questions and answers with respect to 
the application of the penalty for the 
negligent or intentional disregard of 
rules and regulations (section 6694 
(a)) and the penalty for the willful 
attempt to understate a taxpayer’s tax 
liability (section 6694(b)). Questions 
and answers are also included with re- 
spect to the procedure for assessment 
by the Internal Revenue Service of 
such penalties and the procedure avail- 
able to the income tax return preparer 
for seeking relief from the assessment 
of such penalties. 

In addition, these temporary regu- 
lations provide questions and answers 
relating to the signature requirement 
and penalty (section 6695(b)), and 
the penalty (as it relates to banks) for 
the negotation of certain checks issued 
by the Internal Revenue Service (sec- 
tion 6695(f) ). Further, the definition 
of income tax return preparer (section 
7701(a) (36) ) is developed by ques- 
tions and answers included in these 
regulations. 


DRAFTING INFORMATION 


The principal author of this regula- 
tion was Elsie S. Little of the Legisla- 
tion and Regulations Division of the 
Office of Chief Counsel, Internal Rev- 
enue Service. However, personnel from 
other offices of the Internal Revenue 
Service and Treasury Department 
participated in developing the regu- 
lation, both on matters of substance 
and style. 
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Adoption of amendments to the regu- 
lations 

Accordingly, 26 CFR Part 404 is 
amended as follows: 

Paragraph 1. A_ new _ section 
404.6694-1 is added immediately after 
§ 404.6109-1. This new section reads 
as follows: 


§ 404.6694-1 Questions and answers 
relating to understatement of tax- 
payer’s liability by income tax re- 
turn preparer. 

(a) The following questions and 
answers relate exclusively to the pen- 
alty for the negligent or intentional 
disregard of rules and regulations by 
an income tax return preparer under 
section 6694(a) of the Internal Rev- 
enue Code of 1954. See also paragraph 
(c) of this section for further ques- 
tions and answers relating to this pen- 
alty. 

Q-1: What is the nature of the 
penalty under section 6694(a) of the 
Code? 

A-1: The penalty under section 
6694(a) is intended to apply to the 
income tax return preparer who has 
disregarded the rules and regulations 
with a resulting understatement of the 
taxpayer's tax liability. The penalty 
applies only if such disregard by the 
preparer was intentional or negligent. 
The penalty was established as a sanc- 
tion upon preparers for failure to ob- 
serve rules and regulations. 

Q-2: What is the primary duty and 
responsibility under section 6694(a) of 
the income tax return preparer in the 
preparation of a return or claim for 
refund of tax?’ 

A-2: The primary duty and respon- 
sibility under section 6694(a) of the 
income tax return preparer in the 
preparation of a return or claim for 
refund of tax is the exercise of due 
diligence in the proper application of 
the rules and regulations to the facts 
provided with respect to a taxpayer's 
financial affairs in order to arrive at 
such taxpayer’s true tax liability. 

Q-3: Does the phrase “rules and 
regulations” in section 6694(a) in- 


clude Treasury regulations and pub- 
lished Internal Revenue Service: rev- 
enue rulings? 

A-3: Yes. See, however, Q and A-5, 
Q and A-6, and Q and A-7 of this 
paragraph (a) with respect to dis- 
agreement in good faith with a rule or 
regulation. 

Q-4: Does the conduct which is 
subject to the penalty provided by sec- 
tion 6694(a) include conduct which 
is based on a disagreement in good 
faith by an income tax return preparer 
with the legal validity of a regulation 
or published ruling? 

A-4: No. Such conduct is not con- 
sidered a negligent or intentional dis- 
regard of rules and regulations. 

Q-5: What is meant by a “disagree- 
ment in good faith” by an income tax 
return preparer with the legal validity 
of a regulation or published ruling? 

A-5: The interpretation given to a 
“disagreement in good faith” is similar 
to the interpretation given to such a 
disagreement under Code section 6653 
(a), relating to the disregard of rules 
and regulations by taxpayers who pre- 
pare their own returns. For example, 
if an income tax return preparer rea- 
sonably believes in good faith that case 
law conflicts with a rule or regulation 
and that such case law reflects a more 
accurate interpretation of one or more 
sections of the Internal Revenue Code, 
then the preparer may complete a re- 
turn on the basis of such case law 
without being subject to the penalty. 

Q-6: Where an income tax return 
preparer in good faith believes that a 
rule or regulation does not accurately 
interpret one or more sections of the 
Internal Revenue Code and prepares 
a return in conflict with such rule or 
regulation, must the preparer set forth 
in the return the relevant rule or reg- 
ulation which is in dispute and the 
judicial decision if any relied upon? 

A-6: Such disclosure is not required 
to avoid penalties under section 6694 
(a) if the preparer is relying on exist- 
ing case law which conflicts with the 
rule or regulation which is in dispute. 
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Section 6694(a) does not apply a more 
stringent requirement to preparers 
than is applied to taxpayers pursuant 
to section 6653(a). If no case con- 
flicts with the regulation or ruling 
which is in dispute, the preparer may 
disclose on the return the rule or reg- 
ulation which is in dispute and the 
grounds for his disagreement with the 
rule or regulation in evidence of his 
good faith. 

Q-7: Who has the burden of proof 
in a proceeding regarding the issue of 
whether the income tax return pre- 
parer has negligently or intentionally 
disregarded rules and regulations in 
the preparation of an income tax re- 
turn or claim for refund? 

A-7: In any proceeding, the income 
tax return preparer bears the burden 
of proof that the preparer has not in- 
tentionally or negligently disregarded 
rules and regulations. If an income tax 
return preparer presents evidence that 
the normal practice of the preparer 
with respect to the treatment of a par- 
ticular income or deduction item was 
not negligent and if there is evidence 
that this normal practice was followed, 
the preparer will be considered to have 
met the burden of proof unless the 
Service presents contrary evidence. 

(b) The following questions and 
answers relate exclusively to the pen- 
alty for willful understatement of tax 
liability by an income tax return pre- 
parer under section 6694(b) of the 
Internal Revenue Code of 1954. See 
also paragraph (c) of this section for 
further questions and answers relating 
to this penalty. , 

Q-1: What constitutes conduct 
which would subject an income tax 
return preparer to the penalty for will- 
ful understatement of a taxpayer’s tax 
liability provided by section 6694(b) ? 

A-1: Such conduct includes disre- 
gard by an income tax return preparer 
of correct facts supplied to the pre- 
parer by the taxpayer or others in an 
attempt by the preparer wrongfully to 
reduce the taxpayer’s tax liability. For 
example, if an income tax return pre- 
parer disregards information concern- 


ing certain items of taxable income 
furnished by the client-taxpayer or 
other person, the penalty would be 
applicable. Where a taxpayer states to 
“n income tax return preparer that 
the taxpayer has only two dependents, 
and the income tax return preparer, 
with full knowledge that the statement 
is accurate, reports six dependents on 
the tax return, the penalty would be 
applicable. 

Q-2: Is the income tax return pre- 
parer required to examine or review 
documents or other evidence support- 
ing the client-taxpayer’s information 
or to make inquiries regarding the in- 
formation supplied by the client-tax- 
payer in order to avoid the penalty 
under section 6694 (b) ? 

A-2: Generally, in preparing a re- 
turn, the income tax return preparer 
may rely without vertification upon 
information furnished by the client- 
taxpayer. The income tax return pre- 
parer is not required to examine or 
review documents or other evidence 
supporting the client-taxpayer’s infor- 
mation in order to avoid the penalty 
under section 6694(b). However, the 
income tax return preparer cannot 
ignore the implications of information 
furnished. The income tax return pre- 
parer must make reasonable inquiries 
where the information as presented 
appears to be incorrect or incomplete. 
Additionally, many sections of the In- 
ternal Revenue Code require the pres- 
ence of specific facts and circum- 
stances before a deduction can prop- 
erly be claimed. The income tax 
return preparer must make appropri- 
ate inquiries of the taxpayer to de- 
termine the presence of the underlying 
specific facts required by a code section 
incident to claiming a deduction. For 
example, in the case of the deduction 
for travel and entertainment expenses, 
the preparer should ascertain the ex- 
istence of the records required by law 
to support the deduction. 

Q-3: A taxpayer, during the tax 
interview conducted by an income tax 
return preparer, stated that he had 
paid $2,500 in doctor and hospital 
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bills during the tax year when in fact 
he had paid a smaller amount. On 
the basis of the information the pre- 
parer properly calculated a deduction 
for medical expenses which resulted 
in an understatement of tax liability. 
The income tax return preparer had 
no reason to believe that the medical 
expense information presented was in- 
correct or incomplete. The preparer 
did not request underlying documen- 
tation. Is the income tax return pre- 
parer subject to the penalty provided 
by section 6694 (b) ? 

A-3: No. 

(c) The following questions and 
answers relate both to the penalty for 
the negligent or intentional disregard 
of rules and regulations by an income 
tax return preparer and to the penalty 
for the willful understatement of the 
taxpayer’s tax liability by an income 
tax return preparer under section 6694 
(a) and (b) of the Internal Revenue 
Code of 1954, respectively: 

Q-1: Can the intentional disregard 
of rules and regulations by an income 
tax return preparer be a basis for the 
assertion of the penalty under section 
6694(b) for the willful understate- 
ment of tax liability? 

A-1: Yes. A willful understatement 
of tax liability can be based on an in- 
tentional disregard of rules and regu- 
lations. For example, an income tax 
return preparer who deducts all of a 
taxpayer’s medical expenses, inten- 
tionally disregarding the applicable 
floors limiting deductibility of medi- 
cal expenses, may have both inten- 
tionally disregarded rules and regula- 
tions within the meaning of section 
6694(a) and willfully understated tax 
liability within the meaning of section 
6694(b). 

Q-2: Can both the penalty for the 
intentional disregard of rules and regu- 
lations and the penalty for the willful 
attempt to understate tax liability be 
assessed against a preparer with re- 
spect to the same return or claim? 

A-2: Yes. However, the total 
amount collected by reason of impos- 
ing both penalties cannot exceed $500 
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per return. Thus, the Internal Reve- 
nue Service could first assess the pen- 
alty for negligent or intentional dis- 
regard of rules and regulations and 
then, at a later date, assess the penalty 
for the willful understatement of tax 
liability. If the first penalty of $100 is 
collected, the later assessment for will- 
ful understatement of tax liability 
_ would be limited to $400 with respect 
to the same tax return. 

Q-3: Must there in fact be an un- 
derstatement of tax liability for the 
assessment of the penalty for negligent 
or intentional disregard of rules and 
regulations as well as the penalty for 
willful understatement of tax liability? 

A-3: Yes. 

Q-4: Is a final administrative or 
judicial determination of an under- 
statement of tax liability in a proceed- 
ing to which the taxpayer is a party 
required before the assessment of 
either or both penalties? 

A-4: No. An understatement of tax 
liability may be shown to exist in a 
proceeding against the preparer inde- 
pendent of any proceeding against the 
taxpayer. If, however, in a proceeding 
to which the taxpayer is a party it is 
determined that an understatement of 
tax liability does not exist, then the 
Internal Revenue Service will not as- 
sert either penalty against the preparer 
and will refund any penalty if previ- 
ously collected from the preparer. 

Q-5: Normally, would an investiga- 
tion of the income tax return pre- 
parer’s conduct be initiated before the 
assessment of either the penalty for 
the negligent or intentional disregard 
of rules and regulations or the penalty 
for the willful understatement of tax 
liability? 

A-5: Yes. 

Q-6: Will the income tax return 
preparer be sent a revenue agent’s 
report prior to assessment of either 
penalty? 

A-6: Yes. 

Q-7: If the income tax return pre- 
parer wishes to oppose assessment of 
either penalty, will the preparer be 
afforded an opportunity to pursue ad- 
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ministrative remedies prior to assess- 
ment of either penalty? 

A-7: Yes. The income tax return 
preparer will be issued a thirty-day 
letter notifying the preparer of the 
proposed penalty and offering the pre- 
parer an opportunity to pursue admin- 
istrative remedies prior to assessment 
of the penalty. 

Q-8: What procedures will be fol- 
lowed if the income tax. return pre- 
parer does not prevail during the ad- 
ministrative proceeding? 

A-8: After administrative remedies 
are exhausted, if the Internal Revenue 
Service assesses the penalty, it will 
present a statement of notice and de- 
mand, separate from any notice of a 
tax deficiency, to the income tax re- 
turn preparer. The penalty is payable 
upon notice and demand. 

Q-9: What course may an income 
tax return preparer follow if the pre- 
parer does not agree with the penalty 
determination in the revenue agent’s 
report and either (1) does not choose 
to pursue an administrative remedy 
within the Internal Revenue Service 
or (2) has received an adverse final 
administrative determination from the 
Internal Revenue Service? 


A-9: The preparer may pay the en- 
tire amount assessed and file a claim 
for refund of the amount paid not 
later than 3 years from the date the 
penalty is paid. Alternatively, the pre- 
parer may pay 15% of the penalty 
within 30 days of the date of the state- 
ment of notice and demand and file a 
claim for refund of the amount within 
the same 30 day period. 


Q-10: If the preparer timely pays 
15% of the penalty and files a claim 
for refund, can the Internal Revenue 
Service proceed to collect the remain- 
ing 85% of the penalty? 

A-10: The Internal Revenue Serv- 
ice may not proceed to collect any 
part of the remaining 85% of the pen- 
alty during the period when the claim 
for refund is pending. However, with 
respect to any penalty for which the 
15% amount is not timely paid, the 


Internal Revenue Service will pursue 
collection of the entire penalty. 

Q-11: What can an income tax re- 
turn preparer do if the Internal Rev- 
enue Service denies a claim for refund 
of the amount paid for the assessed 
penalty? 

A-11: The income tax return pre- 
parer may bring an action for refund 
in the appropriate U.S. District Court 
within 30 days from the date of de- 
nial. The preparer must bring the ac- 
tion within this 30-day period to post- 
pone or avoid collection measures by 
the Service relating to the remaining 
85% of the penalty. In this regard, 
see QO and A-13 of this paragraph (c). 
If the income tax return preparer does 
bring an action, the Internal Revenue 
Service need not file a counterclaim 
in the action for the remaining 85% of 
the outstanding penalty because any 
court decision with regard to the re- 
fund of 15% of the penalty will apply 
as well to the remaining 85% of the 
penalty. 

Q-12: What procedures are avail- 
able to the income tax return preparer 
if the Internal Revenue Service does 
not act on a claim filed for the refund 
of an amount paid against an assessed 
penalty? 

A-12: If the Internal Revenue Serv- 
ice does not deny a claim for refund 
by the end of six months after the 
date the claim is presented, the in- 
come tax return preparer may bring 
an action in the appropriate U.S. Dis- 
trict Court within the 30-day period 
after the end of the six month period. 
If the income tax return preparer does 
not begin an action within the 30-day 
period, the Internal Revenue Service 
will proceed with collection of the re- 
maining 85% of the penalty. 

Q-13: Where an income tax return 
preparer brings a timely action for re- 
fund before the appropriate U.S. Dis- 
trict Court, can the Internal Revenue 
Service begin collection action on the 
remaining 85% of the penalty due if 
the 15% payment was timely made? 

A-13: If the preparer brings a 
timely refund action, the Internal 
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Revenue Service cannot, except as 
part of a jeopardy assessment, seek to 
collect the remaining 85% of the pen- 
alty during the period when the action 
is pending. The Internal Revenue 
Service will resume its collection ac- 
tivities only upon final resolution of 
the matter. The final resolution in- 
cludes any settlement between the In- 
ternal Revenue Service and the in- 
come tax return preparer, or any final 
decision by a court, and includes the 
types of determinations provided un- 
der existing law (section 1313(a)) 
relating to taxpayer deficiencies. Dur- 
ing any period for which the Internal 
Revenue Service is prevented from 
pursuing collection of the remainder 
of a penalty, the running of the statute 
of limitations for collection is sus- 
pended. 

Par. 2. New sections are added im- 
mediately after § 404.6695-1. These 
new sections read as follows: 


§ 404.6695-2 Questions and answers 
relating to certain assessable penal- 
ties with respect to the preparation 
of income tax returns for other per- 
sons. 


The following questions and an- 
swers relate to certain assessable penal- 
ties with respect to preparation of in- 
come tax returns for other persons 
under section 6695 of the Internal 
Revenue Code of 1954. 


Q-1: X prepares income tax returns 
and furnishes a photocopy of each of 
the returns to the appropriate taxpayer 
for filing with the Internal Revenue 
Service. X is required to sign the re- 
turn. Will the photocopy return be 
accepted? 

A-1: Revenue Procedure 76-40 
(1976-49 I.R.B. 32) provides that re- 
productions of forms may be made 
after insertion of the tax computations 
and other required information. How- 
ever, all signatures on forms to be filed 
with the IRS must be original signa- 
tures, affixed after the reproduction 
process. 

Q-2: X receives a notice of a pen- 
alty assessment for failure to sign a 


return which X prepared for a client. 
To determine if X can obtain an 
abatement of the penalty, what justi- 
fication constitutes reasonable cause 
for failure to sign the return? 

A-2: Reasonable cause, broadly de- 
fined, is a cause which arises despite 
ordinary care and prudence exercised 
by the individual. If X believes he has 
reasonable cause for elimination of the 
penalty, X must furnish the Service 
with a written statement setting forth 
the facts establishing reasonable cause. 

Q-3: X and Y are tax return pre- 
parers. X uses a facsimile signature 
stamp to indentify the returns which 
X prepares. Y signs a gummed label 
which is attached to the place where 
the preparer’s signature is required. 
Will a stamped return or return with 
a label signed by the preparer qualify 
as a signed return? 

A-3: No. The preparer must phys- 
ically sign the return. He may not be 
identified by a stamped signature or 
signature label. 

Q-4: X prepares returns as an em- 
ployee of a major accounting firm. Is 
X required to sign the returns and 
furnish his social security number? 

A-4: X is required to sign the re- 
turn as preparer if he is the individual 
primarily responsible for the overall 
accuracy of the return. As an em- 
ployee, X is not required to disclose 
his social security number. However, 
X’s employer’s identification number 
must be shown on the return. 

Q-5: X employs A, B, and C to 
prepare income tax returns for tax- 
payers. After A and B have collected 
the information from the taxpayer 
and applied the tax laws to the infor- 
mation, the return form is completed 
by computer service. On the day the 
returns prepared by A and B are 
ready for their signatures, A is away 
from the city for one week on another 
assignment and B is on detail to an- 
other office for the day. May C sign 
the returns prepared by (i)A and 
(ii) B? 

A-5: (i) Yes. A is unavailable; C 
may sign the returns prepared by A, 
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provided that (a) C notifies each tax- 
payer that he as preparer (and not A) 
is primarily responsible for the prepa- 
ration of the return, (b) C reviews 
with each taxpayer the information 
obtained by A relative to the taxpayer, 
and (c) C reviews the preparation of 
cach return prepared by A. 


(ii) No. Another preparer cannot sign 
the returns prepared by B because B 
is available. 


Q-6: Is a bank subject to the pen- 
alty under Code section 6695(f), re- 
lating to the negotiation of certain 
checks issued by the Service, if the 
bank prepares returns and claims for 
refund of taxpayers who are not em- 
ployees of the bank and if the bank 
either (i) cashes refund checks (with 
respect to returns or claims prepared) 
and remits all of the cash to taxpayers, 
or (ii) accepts refund checks (with 
respect to returns or claims prepared) 
for deposit to taxpayers’ accounts? 


A-6: No. The first endorsement or 
negotiation of the refund check is 
made by the taxpayer, not the bank. 
Code section 6695(f) was not in- 
tended to apply to subsequent endorse- 
ments made as a part of the check 
clearing process through the financial 
system, provided the initial endorse- 
ment or negotiation of the check was 
not made by an income tax return 
preparer of the return or claim for 
which the Internal Revenue Service 
issued the check. 


§ 404.7701-1 Questions and answers 
relating to the definition of income 
tax return preparer. 


The following questions and an- 
swers relate to the definition of income 
tax return preparer under section 7701 
(a) (36) of the Internal Revenue 
Code of 1954. 


Q-1: Does the term “income tax 
return preparer” include a person 
who completes a return gratuituously 
for a taxpayer who is a friend, relative, 
or neighbor even if that person re- 
ceives a gift of gratitude from the 
taxpayer? 
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A-1: No. The definition of income 
tax return preparer includes only per- 
sons who prepare the returns of others 
for compensation. It does not include 
a person who completes a return for a 
friend, relative, or neighbor with no 
implicit or explicit agreement for com- 
pensation, even though that person 
_ receives a gift of gratitude, such as an 
invitation to dinner or a return favor. 

Q-2: Are there any educational 
qualifications or professional status re- 
quirements for a person to be consid- 
ered an income tax return preparer? 

A-2: No. 

Q-3: Is it required that a person 
complete all parts of the return in 
question to be considered an income 
tax return preparer? 

A-3: No. An income tax return pre- 
parer is any person who prepares, for 
compensation, all or a substantial por- 
tion of a tax return or claim for re- 
fund. 

Q-4: What constitutes a substantial 
portion of a return or claim for re- 
fund? 

A-4: Whether a portion of a return 
or claim constitutes a substantial por- 
tion is to be determined by comparing 
the length of, complexity of, and tax 
liability or refund involved with re- 
spect to that portion of the return or 
claim, to the return or claim as a 
whole. 

Q-5: Is the filing of a single sched- 
ule of a tax return considered to be a 
substantial portion? 

A-5: Completion of a single sched- 
ule of a tax return will not be con- 
sidered a substantial portion of the 
return unless that particular schedule 
is the dominant portion of the entire 
tax return. 

Q-6: May a person be considered 
an income tax return preparer even 
though that person does not actually 
place or review placement of the fig- 
ures on the taxpayer’s return? 

A-6: Yes. A person who supplies to 
a taxpayer sufficient information and 
advice so that completing the tax re- 
turn becomes merely a mechanical or 
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clerical matter is to be considered an 
income tax return preparer. 

Q-7: Does the definition of income 
tax return preparer include an indi- 
vidual who only gives advice on par- 
ticular issues of law or Internal Rev- 
enue Service policy? 

A-7: An individual who only gives 
advice on particular issues of law or 
Internal Revenue Service policy relat- 
ing to particular deductions or items 
of income will not have prepared a 
return if the advice does not directly 
relate to, or is given without regard 
to or consideration of, any specific 
amounts which are to be placed on 
the return of the taxpayer. Further- 
more, an individual will not have pre- 
pared a return if the advice is not 
given in connection with the prepara- 
tion of a return. 

Q-8: May the term “income tax 
return preparer” include persons who 
prepare United States returns or 
claims outside the United States? 

A-8: Yes. Such persons are income 
tax return preparers, irrespective of 
their nationality, residence, or the lo- 
cations of their places of business, pro- 
vided that they otherwise meet the 
definition of income tax return pre- 
parer contained in section 7701 (a) 
(36). Notwithstanding the provisions 
of § 301.6109-1(g), each such person 
must secure a taxpayer identifying 
number and must comply with the 
provisions of section 1203 of the Tax 
Reform Act of 1976 and the regula- 
tions thereunder. 

Q-9: X, a regular and continuous 
employee of S, a subsidiary corpora- 
tion of P corporation, prepares the 
returns of employees of both P and S 
corporations. Is X considered an in- 
come tax return preparer under Code 
section 7701 (a) (36) ? 

A-9: No. For purposes of the ex- 
ception under section 7701(a) (36) 
(B) (ii) to the definition of the term 
“income tax return preparer”, em- 
ployees of a subsidiary corporation 
are considered employees of the par- 
ent corporation. 


Q-10: Does the exception provided 
by section 7701 (a) (36) (B) (iii) with 
respect to the definition of income tax 
return preparer include the fiduciary 
of a conservatorship for a person un- 
der a legal disability? 

A-10: Yes. The exception to the 
definition of the term “income tax re- 
turn preparer” under section 7701 (a) 
(36) (B) (iii) includes the fiduciary 
(and its officers and employees) of an 
estate, guardianship, conservatorship, 
or similar arrangement for a taxpayer 
under a legal disability (such as a 
minor, an incompetent, or an infirm 
individual). 

There is a need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found imprac- 
ticable to issue it with notice and pub- 
lic procedure under subsection (b) of 
section 553 of Title 5 of the United 
States Code or subject to the effective 
date limitation of subsection (d) of 
that section. 


(This Treasury decision is issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1954 (68A Stat. 917; 26 
U.S.C. 7805) .) 


Wiiuiam E. WILLIAMs, 
Acting Commissioner of 
Internal Revenue. 


Approved March 28, 1977. 


LaurENCE N. WoopwortTH 
Assistant Secretary of 
the Treasury. 


(Filed by the Office of the Federal Register 
on March 30, 1977; 4:49 p.m. and pub- 
lished in the issue of the Federal Register 
for April 1, 1977, 42 F.R. 17452) 





Section 6695.—Other Assessable 
Penalties With Respect To the 
Preparation of Income Tax 
Returns For Other Persons 


Penalties; income tax preparer 
cashing refund checks. An income 
tax preparer, who also operates a 
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check-cashing agency that cashes 
income tax refund checks mailed 
to, and received and endorsed by, 
individuals for whom the preparer 
had prepared returns, is not liable 
for the penalty provided by section 
6695(f) of the Code. 


Rev. Rul. 77-184 


Advice has been requested whether 
the penalty under section 6695(f) of 
the Internal Revenue Code of 1954 
for the endorsement or negotiation of 
a Federal income tax refund check by 
a tax return preparer applies under 
the circumstances described below. 

X, an income tax return preparer 
as defined in section 7701 (a) (36) of 
the Code, operates a check cashing 
agency located on the same premises 
as its income tax return preparation 
business. In its check cashing business, 
X accepts all kinds of checks for cash- 
ing including personal checks, business 
checks, payroll checks, and govern- 
ment checks (local, state and Federal) 
of all types (social security, military, 
payroll, etc.). The cashing of Federal 
income tax refund checks is also part 
of X’s check cashing business. 

The check cashing agency is oper- 
ated independently from the tax re- 
turn preparation business except that 
occasionally the check cashing agency 
cashes an income tax refund check 
mailed to, and received and endorsed 
by, an individual whose income tax 
return was also prepared by X’s tax 
return preparation business. 

Section 6695(f) of the Code pro- 
vides that any person who is an in- 
come tax return preparer, who en- 
dorses or otherwise negotiates (direct- 
ly or through an agent) any check 
made in respect of income taxes which 
is issued to a taxpayer (other than the 
income tax return preparer) , shall pay 
a penalty of $500 with respect to each 
such check. 

The penalty under section 6695/(f) 
of the Code was not intended to apply 
to endorsements in the check clearing 
process subsequent to an initial proper 
endorsement. In the instant case, X’s 


endorsement or negotiation of the in- 
come tax refund check occurred only 
after the check had been endorsed by 
the payee and only in the course of 
X’s check cashing business as part of 
the check clearing process through the 
financial system. 

Accordingly, X is not subject to the 
penalty under section 6695(f) of the 
Code for endorsing or negotiating the 
income tax refund check mailed to, 
and received and endorsed by, a per- 
son whose income tax return was pre- 
pared by X. 


26 CFR 404.6695-1: Failure to sign return. 


Certain requirements for income tax re- 
turn preparers with respect to the prepara- 
tion of returns of tax and claims for refund 
of tax under subtitle A of the Code. See 
T.D. 7451, page 371. 


26 CFR 404.6695-2: Questions and answers 
relating to certain assessable penalties with 
respect to the preparation of income tax 
returns for other persons. 


Questions and answers with respect to 
certain requirements and penalties for 
preparers of income tax returns. See T.D. 
7475, page 401. 





Chapter 74.—Closing Agreements 
and Compromises 





Section 7121.—Closing 
Agreements 


26 CFR 301.7121-1: Closing agreements. 


Whether under certain circumstances 
the pre-reorganization section 1248 earn- 
ings and profits of the acquired corporation 
in a reorganization that are required to be 
included in income by the shareholders of 
the acquired corporation under the terms 
of the old type closing agreement can be 
reduced by dividends paid by the acquiring 
corporation to the former shareholders of 
the acquired corporation out of such earn- 
ings and profits. See Rev. Proc. 77-4, page 
536. 





Chapter 75.—Crimes, Other Offenses, 
and Forfeitures 

Subchapter A.—Crimes 

Part I.—General Provisions 





Section 7201.—Attempt to Evade 
or Defeat Tax 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
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United States are deductible. See Rev. Rul. 
77-126, page 47. 





Subchapter C.—Forfeitures 
Part 1.—Property Subject to Forfeiture 





Section 7301.—Property Subject 
to Tax 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
United States are deductible. See Rev. Rul 
77-126, page 47. 





Section 7302.—Property Used in 
Violation of Internal Revenue Laws 


Whether losses resulting from the for- 
feiture of gambling devices seized by the 
TInited States are deductible. See Rev. Rul. 
77-126, page 47. 





Chapter 76.—Judicial Proceedings 
Subchapter B.—Proceedings by Taxpayers 
and Third Parties 





Section 7428.—Declaratory 
Judgments Relating to Status And 
Classification of Organizations 
Under Section 501(c)(3), Etc. 


Procedures of the Internal Revenue Service 
with respect to initial and continuing 
qualification of organidations to which sec- 
tion 7428 of the Code applies. See Rev. 
Proc. 77-21, page 586. 





Part IV.—Declaratory Judgments 





Section 7477.—Declaratory 
Judgments Relating to Transfers 
of Property From the United 
States 


Administrative remedies available to tax- 
payers within the Service regarding tax 
rulings issued under amendments made to 
section 367. See Rev. Proc. 77-5, page 536. 





Chapter 77.—Miscellaneous Provisions 





Section 7502.—Timely Mailing 
Treated as Timely Filing and Paying 


26 CFR 301.7502-1: 
treated as timely filing. 


Timely mailing 


Whether the date of notice for purposes 
of section 508(a) of the Code is the date 
an application is received by the Service or 
the date of the United States postmark 
on the cover in which the application is 
mailed. See Rev. Rul. 77-114, page 152. 
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Chapter 79.—Definitions 





Section 7701.—Definitions 


26 CFR 301.7701-1: Classification of orga- 
nizations for tax purposes. 

German unincorporated business 
organization; tax classification. A 
_ business organization (GmbH) un- 
der German law, owned by two do- 
mestic subsidiaries of the same 
U.S. parent, whose memorandum of 
association provided that the GmbH 
be dissolved by the death, insanity, 
or bankruptcy of a quotaholder and 
that the quotas are not freely trans- 
ferable, nonetheless possesses the 
corporate characteristics of free 
transferability of interest and con- 
tinuity of life and is an association 
taxable as a corporation. 


Rev. Rul. 77-214 


Advice has been requested whether 
a “Gesellschaft mit beschrankter Haf- 
tung’, (GmbH) organized under 
German law will be automatically 
classified as an association taxable as 
a corporation for Federal income tax 
purposes. 

A GmbH is a juridical person, 
formed pursuant to a memorandum 
of association, and which under ap- 
plicable German law has the corporate 
characteristics of limited liability and 
centralization of management. In Ger- 
many the memorandum of association 
is a contract between two or more per- 
sons, who may be individuals or legal 
entities, citizens or aliens, or residents 
or nonresidents. After completion of 
the memorandum of association, the 
organizers of the GmbH must file for 
registration with the Commercial Reg- 
ister in the jurisdiction where the 
GmbH is located. When all statutory 
requirements are complied with, the 
judge in charge of the Commercial 
Register orders the registration of the 
company, which as of that date ac- 
quires legal status. 

The GmbH, in the instant case, was 
formed by two wholly-owned United 
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States domestic subsidiaries of a United 
States corporation. One of the subsidi- 
aries owns 90 percent of the quotas 
(shares) of the GmbH, the remaining 
10 percent of the quotas are owned by 
the other domestic subsidiary. The two 
subsidiaries were expressly formed by 
the parent to provide marketing and 
support services for the parent’s opera- 
tions in foreign countries. The GmbH 
in turn was formed by the subsidiaries 
to facilitate the providing of these 
services in Germany. 

The memorandum of association of 
the GmbH, in the instant case, pro- 
vides, among other things that the 
GmbH shall be dissolved by the death, 
insanity, or bankruptcy of any of the 
quotaholders. —The memorandum of 
association also provides that the 
quotas of the GmbH are not freely 
transferable, and the sale, pledging, or 
disposal of the quotas or parts thereof 
requires the prior written approval of 
all quotaholders. 

In determining whether an organi- 
zation is a partnership or an association 
taxable as a corporation, section 301.- 
7701-2(a) of the Procedure and Ad- 
ministration Regulations describes the 
characteristics of corporations which 
include: (1) associates, (2) an objec- 
tive to carry on business and divide the 
gains therefrom, (3) continuity of life, 
(4) centralization of management, (5) 
liability for corporate debts limited to 
corporate property, and (6) free trans- 
ferability of interests. 

Section 301.7701-2(a)(3) of the 
regulations provides that an unincor- 
porated organization will not be clas- 
sified as an association unless such or- 
ganization has more corporate charac- 
teristics than noncorporate character- 
istics. In determining whether an or- 
ganization has more corporate charac- 
teristics than noncorporate character- 
istics, all characteristics common to 
both types of organizations shall not 
be considered. For example, if a lim- 
ited partnership has centralized man- 
agement and free transferability of in- 
terests but lacks continuity of life and 





limited liability, and if the limited part- 
nership has no other characteristics 
that are significant in determining its 
classification, such limited partnership 
is not classified as an association. Al- 
though the limited partnership also has 
associates and an objective to carry on 
business and divide the gains there- 
from, these characteristics are not con- 
sidered because they are common to 
both corporations and partnerships. 

Section 301.7701-1(c) of the regu- 
lations states, in part, that the term 
“partnership” is not limited to the 
common law meaning of partnership, 
but is broader in its scope and includes 
groups not commonly called partner- 
ships. 

Rev. Rul. 73-254, 1973-1 C.B. 613, 
holds that the local law of the foreign 
jurisdiction must be applied in deter- 
mining the legal relationships of the 
members of the organization among 
themselves and with the public at large 
as well as the interests of the members 
of the organization in its assets. 

German law on limited companies 
contains a great number of optional 
provisions that can be modified by the 
memorandum of association so that, in 
effect, depending on the construction 
of the memorandum of association, a 
GmbH can assume the characteristics 
of a corporation or of a partnership. 

Accordingly, a GmbH will not be 
automatically classified as either a part- 
nership or an association taxable as a 
corporation for Federal income tax 
purposes. The classification of a GmbH 
as a partnership or an association tax- 
able as a corporation depends on all 
the relevant facts and circumstances 
of each case, including the memoran- 
dum of association filed with the judge 
of the Commercial Register having 
jurisdiction of such register. 

Under German law a GmbH pos- 
sesses the characteristics of associates 
and an objective to carry on business 
and divide the gains therefrom, which 
characteristics are common to both 
corporations and partnerships. It also 
has, under German law, the corporate 
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characteristics of limited liability and 
centralization of management. Thus, 
a GmbH will be classified as an asso- 
ciation if it possesses either one of the 
two remaining corporate characteris- 
tics enumerated in the regulations, 
free transferability of interests or con- 
tinuity of life. 

With respect to the corporate char- 
acteristic of free transferability of inter- 
ests, since two wholly-owned domestic 
subsidiaries own 100 percent of the 
quotas of the GmbH, it is apparent 
that the controlling parent could make 
all the transfer decisions for its wholly- 
owned subsidiaries, despite any pro- 
vision in the memorandum of associa- 
tion that might indicate otherwise. 
Thus the GmbH, in the instant case, 
possesses the corporate characteristic 
of free transferability of interests. 

With respect to the corporate char- 
acteristic of continuity of life, the state- 
ment in section 301.7701-2(b)(1) of 
the regulations that continuity of life 
does not exist if the death, insanity, 
bankruptcy, retirement, resignation, or 
expulsion of any member will cause a 
dissolution of the organization, has sig- 
nificance only if there exist separate 
interests that could compel dissolution 
of the organization upon the occur- 
rence of one of the listed events of 
dissolution. If, as in the instant case, 
both quotaholders are wholly owned 
by the same corporate parent, there are 
no separate interests to compel dissolu- 
tion should an event of dissolution 
occur. Thus, the statement in the 
memorandum of association that the 
death, insanity, or bankruptcy of one of 
the quotaholders will result in the dis- 
solution of the GmbH has no substan- 
tive effect and will be disregarded in 
determining whether the instant 
GmbH possesses the corporate char- 
acteristic of continuity of life. In the 
instant case, because control of a 
GmbH is exercised by a single cor- 
porate entity that has the power to 
dissolve or continue the GmbH in 
accordance with its own business ob- 
jectives, the GmbH will possess the 


corporate characteristic of continuity 
of life. 

Since the GmbH in the instant case 
possesses all six corporate character- 
istics, it will be classified as an asso- 
ciation for Federal income tax pur- 
poses. 


26 CFR 301.7701-2: Associations, includ- 
ing organizations labeled “corporations.” 

Professional service organiza- 
tion; tax classification. A profes- 
sional service organization formed 
and operated under the Profes- 
sional Service Corporation Act of a 
state listed in Rev Rul. 70-101 is 
considered a corporation for Fed- 
eral income tax purposes and the 
detailed criteria in the regulations 
under section 7701 of the Code 
need not be applied to determine 
its classification. 


Rev. Rul. 77-31 


Advice has been requested whether 
the criteria for classification of orga- 
nizations contained in the Procedure 
and Administration Regulations under 
section 7701 of the Internal Revenue 
Code of 1954 must be applied to the 
professional service organization de- 
scribed below. 

In 1970, an individual organized a 
professional service organization under 
the Professional Service Corporation 
Act of a state listed in Rev. Rul. 70- 
101, 1970-1 C.B. 278. Since it forma- 
tion the individual has been the sole 
shareholder and the principal officer 
and operator of the organization. The 
organization has at all times been op- 
erated in accordance with all require- 
ments of the state’s laws relating to the 
operation of professional service orga- 
nizations and the practice of the pro- 
fession for which the organization was 
formed. 

Section 7701(a)(3) of the Code 
provides that the term “corporation” 
includes associations, joint stock com- 
panies, and insurance companies. The 
regulations under section 7701 provide 
certain criteria whereby the character- 
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istics of organizations are analyzed and 
evaluated to determine whether the 
organization is an association taxable 
as a corporation, a partnership, or a 
trust. 


Rev. Rul. 70-101, 1970-1 C.B. 278 
(as amplified and modified by Rev. 
Rul. 70-455, 1970-2 C.B. 297; Rev. 
Rul. 72-468, 1972-2 C.B. 647; Rev. 
Rul. 73-596, 1973-2 C.B. 424; and 
Rev. Rul. 74-439, 1974-2 C.B. 405) 
provides that a professional service 
organization that is organized and op- 
erated under the statutes of the states 
listed therein will be treated as a cor- 
poration except in those instances in 
which it is illegal, as a matter of state 
law, for the professional service orga- 
nization claiming corporate status to 
engage in the practice of the particu- 
lar profession for which it is organized. 

Rev. Rul. 70-101 also provides that 
a professional service organization 
must be both organized and operated 
as a corporation to be classified as 
such. See Jerome J]. Roubik v. Com- 
missioner, 53 T.C. 365 (1969). 


Revenue Ruling 70-101, as ampli- 
fied and modified, is dispositive of the 
question of whether the classification 
criteria in the regulations under sec- 
tion 7701 of the Code must be applied 
to professional service organizations 
formed and operated under the stat- 
utes of the states listed. That Revenue 
Ruling provides that such organiza- 
tions are considered corporations for 
Federal income tax purposes provided 
it is legal, as a matter of state law, for 
the professional service organization 
claiming corporate status to engage in 
the practice of the particular profes- 
sion that they are organized to engage 
in. 


Accordingly, in the instant case, 
since the professional service organiza- 
tion is organized and operated as a 
corporation, it is considered a corpora- 
tion for Federal income tax purposes. 
Therefore, the detailed classification 
criteria in the regulations under sec- 
tion 7701 of the Code need not be ap- 
plied to determine its classification. 
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26 CFR 404.7701-1: Questions and answers 
relating to the definition of income tax 
return preparer. 


Questions and answers with respect to 
certain requirements and penalties for 
preparers of income tax returns. See T.D. 
7475, page 401. 





Chapter 80.—General Rules 
Subchapter A.—Application of Internal Revenue 
‘Laws 





Section 7805.—Rules and 
Regulations 


26 CFR 301.7805-1: Rules and regulations. 


Prospective application of a Revenue 
Ruling relating to all mining corporations 
operating as cost companies. See Rev. Rul. 
77-1, page 161. 


26 CFR 301.7805-1: Rules and regulations. 


_ Nonretroactive application of that por- 
tion of Rev. Rul. 72-198 pertaining to 
whether a corporation that has issued 
warrants for the purchase of its stock 


recognizes ordinary income upon the lapse 
of such warrants in an amount equal to 
the fair market value of the consideration 
it received in exchange for the warrants. 
See Rev. Rul. 77-40, page 248. 


26 CFR 301.7805-1: Rules and regula- 
tions. 


Whether taxpayers operating farms, 
nurseries, and florist shops using an ac- 
crual method of accounting will be re- 
quired to inventory growing crops, trees, 
and plants, respectively, for all open tax- 
able years for which they have filed a 
Federal income tax return. See Rev. Rul. 
77-64, page 136. 


26 CFR 301.7805-1: Rules and regulations. 


Federal income tax treatment of invest- 
ment annuity arrangements involving a 
custodial account. See Rev. Rul. 77-85, 
page 12. 


26 CFR 301.7805-1: Rules and regula- 


tions. 


Treatment of an arrangement wherein, 
in consideration of the drilling of an oil 


and gas well to a specified depth at a 
designated location on a leased tract or 
parcel of land, a taxpayer receives from 
the lessee the assignment of the entire 
working interest in the drill site and an 
undivided fraction of the working interest 
in the portion of the tract or parcel of land 
evclne've of the drill site. See Rev. Rul. 
77-176, page 77. 


26 CFR 301.7805-1: Rules and regulations. 


The revocation of Rev. Rul. 69-377, Rev. 
Rul. 69-501, Rev. Rul. 70-645, Rev. Rul. 
72-337, Rev. Rul. 72-416, and Rev. Rul. 
73-110 will not affect debt obligations or 
preferred stock issued prior to August 27, 
1974 under financing arrangements that 
met the requirements set forth in the re- 
voked Revenue Rulings. See Rev. Rul. 77- 
178, page 43. 


26° CFR 301.7805-1: Rules and regulations. 


Retroactive application of ruling relating 
to Federal communications tax on amounts 
paid for dual use accessorial equipment 
used with PBX, Centrex, and similar sys- 
tems. See Rev. Rul. 77-189, page 342. 





